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THE CENTERS FOR MEDICARE &

MEDICAID SERVICES AT A GLANCE

The CMS is one of the largest
purchasers of health care in the 2004 Program Enroliment
world. The Medicare, Medicaid, and
State Children’s Health Insurance
programs that we administer provide
health care for one in four Americans.
Medicare enrollment has increased
from 19 million beneficiaries in 1966
to 42 million beneficiaries. Medicaid

enrollment has increased from 10 I
million beneficiaries in 1967 to over
42.9 million beneficiaries.
2004 Federal Outlays
Eovial Bocutiby
S530 The CMS outlayed approximately

$449 billion (net of offsetting receipts
and Payments to the Health Care Trust
Funds) in fiscal year (FY) 2004,

20 percent of total Federal outlays.
The only agency that outlayed more is
the Social Security Administration.

iz bikora

The CMS has approximately 4,500 Federal CMS and Its Partners
employees, but does most of its work through third

parties. The CMS and its contractors process over Employees
one billion Medicare claims annually, monitor quali- (estimated)
ty of care, provide States with matching funds for CMS 4,500

Medicaid benefits, and develop policies and

. . . . State Medicaid/SCHIP 102,000
procedures designed to give the best possible service .
to beneficiaries. We also assure the safety and quali- Medicare Contractors 21,700
ty of medical facilities, provide health insurance State Surveyors 6,700
protection to wor kers changing jobs, and maintain Quality Improvement Orgs. 2,300

the largest collection of health care data in the
United States.
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A Message from the Administrator

I am pleased to present the Centers for Medicare & Medicaid Services’
(CMS) Annual Financial Report for fiscal year (FY) 2004. Next year will
mark Medicare’s 40th anniversary of giving America’s seniors protection
from rising health care costs and access to the best medical care in the

. world. Thanks to the leadership shown by the President, Congress and the
Secretary of the Department of Health and Human Services with the enactment of the
Medicare Prescription Drug, Improvement & Modernization Act of 2003 (MMA), we will
honor this very important milestone anniversary by implementing the most sweeping
changes and improvements to the Medicare program since 1965. The MMA brings Medicare
into the 21st century by providing important new voluntary benefits, like coverage for
prescription drugs, improved access to physician services, new preventive and health
screening benefits, enhanced benefits, and more affordable health plan options in the
Medicare Advantage program. Overall, MMA will allow beneficiaries to have more choices
and services from Medicare.

Although major provisions of MMA are slated for implementation in FY 2006, CMS has
made significant progress during FY 2004 to implement many of its provisions. In fact, we
have taken aggressive steps to provide thousands of dollars of immediate help through the
issuance of the Medicare-approved drug discount cards. The CMS is working with many
community-based organizations across the country to reach seniors and people with
disabilities who are struggling with the costs of their medicines. In addition, CMS has
established the “Lower Cost Rx Comparison Tool” to help beneficiaries compare drug costs
and make more informed decisions.

The CMS is also working to further expand health care for those who need it most. We
continue to institute initiatives to allow greater access to medical care for children and
lower-income Americans. The CMS continues to help States extend coverage to low-income
Americans and children by granting state waivers and approving state plan amendments
through the Medicaid and State Children’s Health Insurance Program.

Medicare continues to have an enormous impact on the well-being of America’s seniors and
people with a disability. The CMS’ mission is to assure health care security for beneficiaries.
With better benefits than ever, we can do even more to accomplish our mission and improve
the health care of our beneficiaries in the years ahead. This year marks a truly exciting and

critical time for CMS and the customers we serve.

Mark B. McClellan, M.D., Ph.D.
November 2004
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A Message from the Chief Financial Officer

As the Chief Financial Officer (CFO), | am proud to report that CMS has
received an unqualified opinion on the Agency’s financial statements for the
sixth consecutive year. The CMS’ unqualified opinions over the years provide
continued assurance that our financial statements report reliable information
regarding the administration of CMS’ programs. While this is a significant
accomplishment, it is not enough. We continue to work diligently to improve our financial
management performance in many areas, including those areas identified as material
weaknesses by our auditors. To this end, there were many initiatives undertaken in FY 2004 to
further enhance and improve CMS’ financial management performance:

® \We continue to make progress toward the implementation of HIGLAS with “live”
implementation pending at the pilot contractors. The HIGLAS is a key element of our
strategic vision to implement a complete, financial management system that integrates CMS
accounting systems with those of our Medicare contractors.

® \We have strengthened our efforts to reduce fraud and abuse in the Medicare and Medicaid
programs. CMS’ program integrity efforts are being expanded beyond fee-for-service
Medicare to encompass oversight of the discount drug card program, the prescription drug
benefit and the new Medicare Advantage plans. We are also planning to focus more efforts
relating to the oversight of Medicaid and SCHIP program integrity through the Payment
Error Rate Measurement.

® As part of our financial management oversight, we conducted internal controls and accounts
receivable reviews at 14 Medicare contractors to provide assurance that reported information
is accurate, reliable, and uniform. We continue to implement initiatives to address the
following four key financial oversight areas: Corrective Action Plans, Cash Reconciliation,
Trend Analysis, and Internal Controls.

Our goals in the coming year will include continuing to strengthen our financial management.
The magnitude and complexity of the programs that we administer demand nothing less. The
unqualified opinion on our financial statements demonstrates CMS’ discipline and account-
ability in the execution of our fiscal responsibilities. We must remain committed to the
improvement of our financial operations so that we can fulfill our stewardship responsibilities
and maintain the highest level of accountability for the management of the Agency’s financial
resources. As CFO, | have an obligation to build on the successes of the past and position the
Agency for continued financial management excellence.

(A

Timothy Hill
November 2004
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OVERVIEW

The Centers for Medicare & Medicaid Services (CMS), a component of the Department
of Health and Human Services (HHS), administers Medicare, Medicaid, the State
Children’s Health Insurance Program (SCHIP), and the Clinical Laboratory Improvement
Amendments of 1998 (CLIA). Along with the Departments of Labor and Treasury, CMS
also implements the insurance reform provisions of the Health Insurance Portability and
Accountability Act of 1996 (HIPAA).

The CMS is one of the largest purchasers of health care in the world. Based on the
latest projections, Medicare and Medicaid (including State funding), represent 32 cents of
every dollar spent on health care in the United States (U.S.)—or looked at from three

The Nation's Health Care Dollar 2004

Medicare
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CMS MANAGEMENT’S DISCcUSSION AND ANALYSIS FY 2004

different perspectives, 63 cents of every
dollar spent on nursing homes, 47 cents of
every dollar received by U.S. hospitals,
and 27 cents of every dollar spent on
physician services.

Expenses are computed using the accrual
basis of accounting that recognizes costs
when incurred and revenues when earned
regardless of the timing of cash received
or disbursed. Expenses include the effect

The CMS outlays totaled approxi- of accounts receivable and accounts
mately $449 billion (net of offsetting payable on determining the net cost of
receipts and Payments to the Health Care operations. Outlays refer to cash

Trust Funds) in fiscal year (FY) 2004. Our disbursements made to liquidate an
expenses totaled $483.7 billion, of which ~ €xpense regardless of the fiscal year the
$2.7 billion (less than 1 percent) were expense was incurred.

administrative expenses.

We establish policies for program eligibility and benefit coverage, process over one
billion Medicare claims annually, provide States with funds for Medicaid and SCHIP,
ensure quality of health care for beneficiaries, and safeguard funds from fraud, waste,
and abuse. Of our approximately 4,500 Federal employees, about 1,600 work in 10
regional offices (ROs) around the country to provide direct services to Medicare
contractors, State agencies, health care providers, beneficiaries, and the general public.
The remaining employees work in Baltimore, Maryland and Washington, DC, where
they provide funds to Medicare contractors; write policies and regulations; set payment
rates; safeguard the fiscal integrity of the Medicare and Medicaid programs to ensure
that benefit payments for medically necessary services are paid correctly the first time;
recover improper payments; assist law enforcement agencies in the prosecution of
fraudulent activities; monitor contractor performance; develop and implement customer
service improvements; provide education and outreach activities to beneficiaries and
Medicare providers, survey hospitals, nursing homes, labs, home health agencies and
other health care facilities; work with State insurance companies; and assist the States
and Territories with Medicaid and SCHIP. We also maintain the Nation's largest collec-
tion of health care data and provide technical assistance to the Congress, the executive
branch, universities, and other private sector researchers.

Many important activities are also handled by third parties: (1) an estimated 102,000
state employees administer Medicaid and SCHIP; (2) 21,700 employees at 47 Medicare
contractors—25 fiscal intermediaries, 18 carriers, and 4 Durable Medical Equipment
Regional Carriers (DMERCs)—process Medicare claims, provide technical assistance to
providers and service beneficiaries’ needs, and respond to inquiries; (3) 6,700 state
employees inspect hospitals, nursing homes, and other facilities to ensure that health
and safety standards are met; and (4) 2,300 employees at 39 Quality Improvement
Organizations (QIOs) conduct a wide variety of quality improvement programs to ensure
quality of care provided to Medicare beneficiaries.
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PROGRAMS

Medicare

Introduction

Established in 1965 as title XVIII of the Social Security Act, Medicare was legislated as a
complement to Social Security retirement, survivors, and disability benefits, and
originally covered people aged 65 and over. In 1972, the program was expanded to cover
the disabled, people with end-stage renal disease (ESRD) requiring dialysis or kidney
transplant, and people age 65 or older who elect Medicare coverage.

Medicare processes over one billion fee-for-service (FFS) claims a year, is the
Nation’s largest purchaser of managed care, and accounts for almost 12 percent of the
Federal Budget. Medicare is a combination of three programs: Hospital Insurance,
Supplementary Medical Insurance, and Medicare Advantage. Since 1966, Medicare
enrollment has increased from 19 million to approximately 42 million beneficiaries.

Meadicare Enroliment

1|1

Beneficiarias in Milkons
= = b3
o om =

Soures OREOWCT

In December 2003, the President signed legislation to improve and modernize the
Medicare program, including the addition of a drug benefit. This legislation—the
Medicare Prescription Drug, Improvement & Modernization Act of 2003 (MMA)—
represents the largest change to the Medicare program since its enactment in 1965. The
diverse impacts of MMA are reflected in the various sections of this report.

Hospital Insurance

Hospital Insurance, also known as HI or Medicare Part A, is usually provided
automatically to people aged 65 and over who have worked long enough to qualify for
Social Security benefits and to most disabled people entitled to Social Security or

3
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Railroad Retirement benefits. The HI

program pays for hospital, skilled HI Medicare Benefit Payments

nursing facility, home health, and Homa Hoakh

hospice care and is financed primarily Agoncy

by payroll taxes paid by workers and Managed Care 3%

employers. The taxes paid each year are EE I

used mainly to pay benefits for current / """""
beneficiaries. Funds not currently Hespice

needed to pay benefits and related 4% :
expenses are held in the HI trust fund, Skliled Nursing J Inpatien

Facliity ~/ Hospital

and invested in U.S. Treasury securities. 0% 18

Based on estimates from the Mid-
Session Review of the FY 2005
President’sbudget, inpatient hospital Soerce: CHEAGT
spending accounted for 71 percent of
HI benefit outlays. Managed care
spending comprised 13 percent of total HI outlays. During FY 2004, HI benefit outlays
grew by 8.7 percent. The HI benefit outlays per enrollee are projected to increase by
6.8 percent to $4,040.

Supplementary Medical Insurance

Supplementary Medical Insurance, also known as SMI or Medicare Part B and Medicare
Part D, is available to nearly all people aged 65 and over, the disabled, and people with
ESRD who are entitled to Part A
benefits. The SMI program pays for
physician, outpatient hospital, home
health, laboratory tests, durable
medical equipment, designated
therapy, Medicare prescription drug
discount card enrollment fees and
prescription drug expenses for
Transitional Assistance beneficiaries,
and other services not covered by HI.
The SMI coverage is optional and
beneficiaries are subject to monthly
premium payments. About 95
percent of HI enrollees elect to enroll
in SMI.

SMI Medicare Benefit Payments

The SMI program is financed
primarily by transfers from the
Sensre: CHSAALT general fund of the U.S. Treasury
and by monthly premiums paid by
beneficiaries. Funds not currently
needed to pay benefits and related expenses are held in the SMI trust fund, and invested
in U.S. Treasury securities.




CMS MANAGEMENT’S DISCcUSSION AND ANALYSIS FY 2004

Also based on estimates, during FY 2004, SMI benefit outlays grew by 9.8 percent.
Physician services, the largest component of SMI, accounted for 39 percent of SMI
benefit outlays. The SMI benefit outlays per enrollee are projected to increase 8.3
percent to $3,370.

Medicare Advantage

The MMA created the Medicare Advantage (MA) program, which is designed to provide
more health care coverage choices for Medicare beneficiaries. Those who are entitled
because of age (65 or older) or disability may choose to join a MA plan if they are
entitled to Part A and enrolled in Part B, if there is a plan available in their area. Those
who are entitled to Medicare because of ESRD may join a MA plan only under special
circumstances.

Medicare beneficiaries have long had the option to choose to enroll in prepaid
health care plans that participate in Medicare instead of receiving services under
traditional FFS arrangements. MA plans have their own providers or a network of
contracting health care providers who agree to provide health care services for health
maintenance organizations (HMO) or prepaid health organizations’ members. MA plans
currently serve Medicare beneficiaries through coordinated care plans, which include
HMOs, point-of-service (POS) plans offered by HMOs, preferred provider organizations
(PPOs), provider-sponsored organizations (PSOs), and a private FFS plan. MA demon-
stration projects, as well as cost and Health Care Prepayment Plans (HCPPs) options,
also exist.

All MA plans are currently paid a per capita premium, assume full financial risk for all
care provided to Medicare beneficiaries, and must provide all Medicare covered services.
Many MA plans offer additional services such as prescription drugs, vision and dental
benefits to beneficiaries. Cost contractors are paid a pre-determined monthly amount per
beneficiary based on a total estimated budget. Adjustments to that payment are made at the
end of the year for any variations from the budget. Cost plans must provide all Medicare-
covered services, but do not always provide the additional services that some risk MA plans
offer. The HCPPs are paid in a manner similar to cost contractors, but cover only non-
institutional Part B Medicare services. Section 1876 cost-based contractors and HCPPs, with
certain limited exceptions, phase out under the current provisions.

Managed care expenses were $39.6 billion of the total $299.7 billion in Medicare
benefit expenses in FY 2004.

Medicaid

Introduction

Medicaid is the means-tested health care program for low-income Americans, administered
by CMS in partnership with the States. Enacted in 1965 as title XIX of the Social Security
Act, Medicaid was originally legislated to provide medical assistance to recipients of cash
assistance. Over the years, Congress incrementally expanded Medicaid well beyond the
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traditional population of the low-income elderly and the blind and disabled. Today,
Medicaid is the primary source of health care for a much larger population of medically
vulnerable Americans, including poor families, the disabled, and persons with
developmental disabilities requiring long-term care. The average enrollment for Medicaid
was estimated at 42.9 million in FY 2004, about 14 percent of the U.S. population. Nearly 7
million people are dually eligible, that is, covered by both Medicare and Medicaid.

The CMS provides matching payments to States and Territories to cover the Medicaid
program and related administrative costs. State medical assistance payments are matched
according to a formula relating each State’s per capita income to the national average. In FY
2004, the Federal matching rate for Medicaid program costs among the States according to the
formula ranged from 50 to 77 percent. However, in 2003, Congress granted States a temporary
increase in their matching rates on most services, which remained in effect through the first
three quarters of FY 2004. As a result of this increase, the average matching rate for FY 2004
was about 59 percent. Federal matching rates for various State and local administrative costs
are set by statute, and in FY 2004 averaged 55 percent. Medicaid payments are funded by
Federal general revenues provided to CMS through the annual Labor/HHS/Education
Appropriations Act. There is no cap on Federal matching payments to States, except with
respect to the disproportionate share program and payments to Territories.

States set eligibility, coverage, and payment standards within broad statutory and
regulatory guidelines that include providing coverage to persons receiving Supplemental
Security Income (disabled, blind, and elderly population), low income families, the
medically needy, pregnant women, young children, low-income Medicare beneficiaries,
and certain other groups; and covering at least 10 services mandated by law, including
hospital and physician services, laboratory tests, family planning services, nursing
facility services, and comprehensive health services for individuals under age 21. State
governments have a great deal of programmatic flexibility to tailor their Medicaid
programs to its individual circumstances and priorities. Accordingly, there is a wide
variation in the services offered by the States.

Medicaid is the largest single source of payment for health care services for persons
with Acquired Immune Deficiency Syndrome (AIDS). Medicaid now serves over 50
percent of all AIDS patients and pays for the health care costs of most of the children
and infants with AIDS. Medicaid spending for AIDS care and treatment in FY 2004 is
estimated to be about $9.5 billion in Federal and State funds. In addition, the Medicaid
programs of all 50 States and the District of Columbia provide coverage of all drugs
approved by the Food and Drug Administration for treatment of AIDS.

Payments

Under Medicaid, State payments for both medical assistance payments (MAP) and
administrative (ADM) costs are matched with Federal funds. In FY 2004, State and Federal
ADM gross outlays are estimated at $16 billion, about 5.3 percent of the gross Medicaid
outlays. State and Federal MAP gross outlays are estimated at $290.5 billion or 95 percent
of total Medicaid gross outlays, an increase of 11.3 percent over FY 2003. Thus, State and
Federal MAP and ADM outlays for FY 2004 totaled $306.8 billion. The CMS share of
Medicaid expenses totaled $180.3 billion in FY 2004.

6
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Medicaid Medical Assistance Payments
FY 2004

Total Payments = $290 billion
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Enrollees

Children comprise nearly half of Medicaid enrollees, but account for only 17 percent of
Medicaid outlays. In contrast, the elderly and disabled comprise 29 percent of Medicaid
enrollees, but accounted for 66 percent of program spending. The elderly and disabled
use more expensive services in all categories, particularly nursing home services.

Service Delivery Options

Many States are pursuing managed care as an alternative to the FFS system for their
Medicaid programs. Managed health care provides several advantages for Medicaid
beneficiaries, such as enhanced continuity of care, improved preventive care, and
prevention of duplicative and contradictory treatments and/or medications. Most States
have taken advantage of waivers provided by CMS to introduce managed care plans
tailored to their State and local needs, and 47 States now offer a form of managed care.
The number of Medicaid beneficiaries enrolled in managed care has grown from slightly
under 15 percent in 1993 to over 59 percent in 2003.

2004 Medicald Enrollees The CMS and the States have worked in
partnership to offer managed care to Medicaid
beneficiaries. Moreover, as a result of the
Balanced Budget Act of 1997 (BBA), the States
may amend their state plan to require certain
Medicaid beneficiaries in their State to enroll in
a managed care program, such as a managed
care organization or primary care case manager.
Medicaid law provides for two kinds of waivers
of existing Federal statutes and two other
options through the state plan process to
implement managed care delivery systems:

1) State health reform waivers—Section 1115
of the Social Security Act provides broad
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discretion to waive certain provisions of Medicaid law for experimental, pilot, or
demonstration projects. In August 2001, the President announced a section 1115
initiative, known as Health Insurance Flexibility and Accountability, to increase
health insurance coverage by coordinating available Medicaid and SCHIP funding
with private insurance options.

2) Freedom of choice waivers—Section 1915(b) of the Social Security Act allows certain
provisions of Medicaid law to be waived to allow the States to develop innovative
managed health care delivery systems.

3) Other State plan options to implement managed care—Section 1932(a) of the Social
Security Act allows States to mandate managed care enrollment for certain groups of
Medicaid beneficiaries. Certain populations—including dual eligibles, children
receiving SSI, children with special health care needs, and American Indians—are
exempted from the state plan option. For these groups, the States require waivers to
mandate enrollment into managed care.

States may also elect to include the Program of All-Inclusive Care for the Elderly
(PACE)as a state plan option. The PACE is a prepaid, capitated plan that provides
comprehensive health care services to frail, older adults in the community, who enroll on
a voluntary basis, and who are eligible for nursing homes according to state standards.

State Children’s Health Insurance (SCHIP)

SCHIP was created through the BBA to address the fact that nearly
11 million American children—one in seven—were uninsured and
therefore at increased risk for preventable health problems. Many of
these children were in working families that earned too little to afford
private insurance on their own, but too much to be eligible for
Medicaid. Congress and the Administration agreed to set aside nearly
$40 billion over ten years, beginning in FY 1998, to create SCHIP—the
largest health care investment in children since the creation of

- Medicaid in 1965. These funds cover the cost of insurance, reasonable
costs for administration, and outreach services to get children enrolled. To make sure that
funds are used to cover as many children as possible, funds must be used to cover
previously uninsured children, and not to replace existing public or private coverage.
Important cost-sharing protections were also established so families would not be burdened
with out-of-pocket expenses they could not afford.

The statute sets the broad outlines of the program's structure, and establishes a
partnership between the Federal and State governments. States are given broad
flexibility in tailoring programs to meet their own circumstances. States can create or
expand their own separate insurance programs, expand Medicaid, or combine both
approaches. States can choose among benchmark benefit packages, develop a benefit
package that is actuarially equivalent to one of the benchmark plans, use the Medicaid
benefit package, use existing comprehensive State-based coverage; or provide coverage
approved by the Secretary of HHS.
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States also have the opportunity to set eligibility criteria regarding age, income, and
residency within broad Federal guidelines. The Federal role is to ensure that State
programs meet statutory requirements that are designed to ensure meaningful coverage
under the program.

The CMS works closely with the States, Congress, and other Federal agencies to meet
the challenges of implementing this program. The CMS provides extensive guidance and
technical assistance so the States can further develop their plans and use Federal funds to
provide health care coverage to as many children as possible. Since September 30, 1999,
all 50 States, the District of Columbia, and the Territories had approved SCHIP state
plans, 17 Medicaid expansions, 18 separate SCHIPs, and 21 programs that are combina-
tion plans. In addition, as of September 2004, CMS has reviewed and approved over 200
SCHIP state plan amendments and 15 section 1115 waivers. Of the 15 section 1115
waivers approved, 12 were waivers of title XXI for Separate Child Health Programs, and 3
were waivers of title XIX for Medicaid Expansion Programs.

Other Activities

In addition to making health care payments to providers and the States on behalf of our
beneficiaries, CMS makes other important contributions to the delivery of health care in
the U.S.

Survey and Certification Program

We are responsible for assuring the safety and quality of medical facilities, laboratories,
providers, and suppliers by setting standards, training inspectors, conducting
inspections, certifying providers as eligible for program payments, and ensuring that
corrective actions are taken where deficiencies are found. The survey and certification
program is designed to ensure that providers and suppliers comply with Federal health,
safety, and program standards. We administer agreements with State survey agencies to
conduct onsite facility inspections. Funding is provided through the Program
Management and the Medicaid appropriations. Only certified providers, suppliers, and
laboratories are eligible for Medicare or Medicaid payments. Currently, CMS Survey and
Certification staff oversee compliance with Medicare health and safety standards in over
246,000 medical facilities of different types, including hospitals, laboratories, nursing
homes, home health agencies, hospices, and end stage renal disease facilities.

Clinical Laboratory Improvement Program (CLIA)

The CLIA expanded survey and certification of clinical laboratories from Medicare-partici
pating and interstate commerce laboratories to all facilities testing specimens from the
human body. We regulate all laboratory testing (whether provided to beneficiaries of CMS
programs or to others) including those in physicians’ offices. In partnership with the
States, we certify and inspect more than 15,000 laboratories each year. The CLIA program
is a 100 percent user-fee financed program. The CLIA program is jointly operated by three
HHS components: (1) CMS provides financial management of the program, contracts with
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surveyors to inspect labs, and offers general administrative support, F-F
(2) the Centers for Disease Control and Prevention (CDC) provides -
research support, and (3) the Food and Drug Administration (FDA)
oversees test categorization.

Quality of Care ~

Quality health care for people with Medicare is a high priority for the ?&
President, HHS, and CMS. In November 2001, the Secretary of HHS

announced the Quality Initiative, his commitment to assure quality health care for all
Americans through consumer information coupled with the support of Medicare’s QIOs.

The Quality Initiative was launched nationally in 2002 as the Nursing Home Quality
Initiative (NHQI) and expanded in 2003 with the Home Health Quality Initiative (HHQI)
and the Hospital Quality Initiative (HQI). These initiatives provide consumers with
quality of care information to make more informed decisions about their health care and
providers/clinicians with information and technical support to provide quality health
care. Over the next several years, CMS will work to develop and publish similar,
meaningful consumer information for other types of providers.

Nursing Home

In January 2004, CMS launched an enhanced set of 14 publicly reported quality
measures, 11 chronic care and 3 post-acute measures, on the Nursing Home Compare
Web site. We anticipate adding a weight loss measure in late Fall 2004 and enhanced
nurse staffing data in the Spring of 2005.

Home Health

Working with input from measurement experts, the Agency for Healthcare Re s e archand
Quality, and a diverse group of home health industry stakeholders, CMS adopted a set of
11 home health quality measures for Medicare-certified home health agencies. Beginning
in November 2003, the quality measures are published at ww w.medicare.gov on Home
Health Compare (HHC) for the approximately 7,100 Medicare-certified agencies in the
country. The CMS has requested the National Quality Forum begin their consensus
process to identify additional measures for future use.

Hospital

The CMS started reporting the starter set of 10 quality measures on www.cms.hhs.gov
in October 2003. The measures are reported only for hospitals that volunteer to
participate in the national voluntary reporting effort. There was an increase in the
number of reporting hospitals during the May 2004 data update. Such data updates will
occur quarterly. The CMS expects to launch Hospital Compare on www.medicare.gov in
early 2005. The Medicare Reform Act (section 501b) require eligible hospitals to submit
performance data for the 10 quality measures in order to receive their full FY 2005
market basket update. Of the 3,906 hospitals participating, 98.3 percent have fulfilled the
requirements to receive the full market basket update. In 2005, CMS expects to expand
the number of clinical measures reported on Hospital Compare and include an additional
condition. Results of the Hospital Patient Perspectives on Care Survey (HCAHPS) will be
added to Hospital Compare once the survey data are available.

10
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Physician Focused

This initiative includes the Doctors’ Office Quality (DOQ) project, the Doctors’ Office
Quality Information Technology (DOQ-IT) project, several demonstration projects and
valuation reports. The DOQ project measurement set has three components: clinical
performance measures, an office-system assessment survey and a patient experience of
care survey. Pilot states (California, Iowa and New York) will be used to evaluate
different data collection processes and to study correlations between the three data
collection components. The goal of this project is to identify a standard core set of
physician office measures and thus, reduce collection burden on physicians and ensure
data integrity. In support of the President’s recent announcement supporting the need for
information technology in healthcare, the DOQ-IT project encourages physicians to
incorporate integrated information systems such as electronic medical records and
e-Prescribing into their practices.

End-Stage Renal Disease

The CMS currently reports three quality measures on Dialysis Facility Compare and
efforts are underway to expand the measure set. Additionally, CMS collects and reports
clinical performance measures (CPMs) for provider feedback. Patient experience of care
surveys are being developed for Hemodialysis Patients (ESRD CAHPS) to augment the
clinical measures.

Coverage Policy

Coverage policy affects every insurer and health care purchaser in today's health care
market. The CMS has established a process that provides current information on
coverage issues on the CMS coverage Web site and also facilitates input from all
stakeholders, including beneficiaries, through the Medicare Coverage Advisory
Committee (MCAC). The MCAC holds open meetings and includes consumer and
industry members. We also rely on state-of-the-art technology assessment and support
from other Federal agencies, as well as considerable staff expertise.

Medicare is a leader in evidence-based decision making for coverage policy. Our
own extensive payment data contain additional useful information that is used by the
Agency for Healthcare Research and Quality and others for assessing the effectiveness of
a variety of medical treatments.

Insurance Oversight and Data Standards

The CMS has primary responsibility for implementing and enforcing Federal standards for
the Medigap insurance offered to Medicare beneficiaries to help pay the coinsurance and
deductibles that Medicare does not cover. We work with the State Insurance
Commissioners’ offices to ensure that suspected violations of Federal laws governing the
marketing and sales of Medigap are addressed.

We are responsible for implementing and enforcing most of the HIPAA title II
administrative simplification provisions, which are aimed at streamlining healthcare admin-
istration and at reducing administrative costs. Title II of HIPAA requires HHS to adopt
national uniform standards for the electronic transmission of certain health information. As

11
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a result, “covered entities” such as health care providers, health plans, billing services, and
other business partners, who do business electronically, must use the same health care
transactions, code sets, and identifiers. Although HIPAA does not mandate the collection or
electronic transmission of any health information, it does require that adopted standards be
used for any electronic transmission of specified transactions, including claims payment,
remittance advice, and coordination of benefits. Title II of HIPAA also requires that patients’
personal health information must be more securely guarded and more carefully handled
while it is being used by health care providers and health plans. In response, CMS issued a
regulation outlining the administrative, technical, and physical safeguards required to protect
confidentiality, integrity, and access of protected health care information. We are also
responsible for implementing HIPAA’s requirements for health care providers, health plans,
and employers to have standard identifiers for use on standard transactions.

As a result of the insurance reform provisions of HIPAA title I, CMS has a role in
relation to state regulation of health insurance coverage that is similar to its Medigap
oversight responsibilities. We work with the State Insurance Commissioners’ offices, the
U.S. Department of Labor, and the Internal Revenue Service (IRS) to implement these
provisions. The common goal is to improve access to health coverage for individuals
who move from job to job, or who lose their group health coverage and must purchase
individual coverage.

The CMS also has advisory jurisdiction with respect to the Consolidated Omnibus
Budget Reconciliation Act (COBRA) continuation coverage as it pertains to state and
local governmental employers and the group health plans that they sponsor. (Title XXII
of the Public Health Service Act; 42 U.S.C. 300bb-1 through 300bb-8.) While there is no
Federal administrative enforcement authority under the public sector COBRA statute, the
law affords individuals a private cause of action for equitable relief with respect to a
failure of a state, political subdivision, or agency or instrumentality of either, to comply
with public sector COBRA requirements.

PERFORMANGCE GOALS

The Government Performance and Results Act (GPRA) mandates that agencies have strate-
gic plans, annual performance plans (APP), and reports that make them accountable
stewards of public programs. The CMS has embraced that charge and has emphasized the
themes of accountability, stewardship, and a renewed focus on the customer with its strate-
gic and performance goals and its mission to “assure health care security for beneficiaries.”

The CMS’ approach to performance measurement under GPRA is to develop goals that
are representative of our vast responsibilities. The APP describes CMS performance goals
and their linkage to long-term strategic goals. It also complements and supports CMS’
budget. The APP includes the steps to accomplish each performance goal, and establishes
a method and data source for measuring and reporting. The CMS uses the performance
information to identify opportunities for improvement and to shape its programs.

12
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Our performance goals also reinforce the President’s Management Agenda (PMA).
For example, the PMA objective to improve financial performance is reflected by our
goal to reduce the percentage of improper payments made under the Medicare FFS
program. Performance goals are also key to the Office of Management & Budget’s
Program Assessment Rating Tool (PART) and support the PMA objective of integrating
budget and performance.

The FY 2004 APP includes 36 goals for CMS programs that highlight major program
areas and budget categories. The APP does not reflect every activity and challenge
encountered by the Agency. Instead, it reflects key Administration and CMS priorities that
are representative of the vital activities CMS performs to fulfill its mission. Our perform-
ance goals reflect a sensitivity to customer needs and an awareness that meeting those
needs will require flexibility and imagination, as well as sound business sense.

Some of CMS key FY 2004 performance goals and outcomes are highlighted below.
Our progress on the remaining 31 goals will be submitted with the Annual Performance
Report along with the President’s budget request for FY 2006.

Implement the New Medicare-Endorsed Drug Card

The CMS’ FY 2004 target was to implement the new Medicare-Endorsed Prescription Drug
Discount Card program through the development and publication of the requirements for the
Medicare-Endorsed Prescription Drug Discount Card program, solicitation and approval of
applications from prescription drug discount card program sponsors, and provision of
information to people with Medicare about the program.

The MMA provides Medicare beneficiaries with access to prescription drug coverage and
the buying power to reduce the prices they pay for drugs. The MMA provides enhanced
coverage for the lowest income beneficiaries and an immediate prescription drug discount
card for all people with Medicare until the full plan is available nationwide.

People with Medicare without drug coverage are now eligible for the Medicare-Endorsed
Prescription Drug Discount Card, which began June 1, 2004, and continues until the full
benefit is implemented. The card program is estimated to save beneficiaries between 10 to
25 percent on most drugs. Those with incomes below 135 percent of poverty will be given
immediate assistance through a Medicare-Endorsed Prescription Drug Discount Card with
$600 annually to apply toward purchasing their medications.

The CMS has entered into contracts establishing Medicare-Endorsed Prescription Drug
Discount Cards administered through qualified private sector organizations such as
pharmacy benefit managers, insurers, chain pharmacies, and managed care plans. In April
2004, CMS began displaying on the Internet the prices of all drug card products offered by
approved organizations.

The CMS has also developed and posted a standard enrollment form that may be used
by partners and other entities that assist beneficiaries. All Medicare approved drug card
sponsors will accept applications for enrollment either via the standard form, or through
their own form approved by CMS. Development and publication of the requirements for the
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Medicare-Endorsed Prescription Drug Discount Card program and solicitation and approval
of applications from drug card sponsors are complete.

The CMS developed and published the Notice of Proposed Rulemaking for the
Prescription Drug Benefit, which is mandated to begin January 2006. The CMS will work
closely with the IRS, Social Security Administration, and various governmental agencies in
implementing this program.

Improve Medicare Beneficiary Satisfaction with the Health
Care Services they Receive in Managed Care and FFS

The CMS’ FY 2004 target was to collect and share data toward our FY 2005 targets, which
are managed care access to care/specialists: 93 percent/86 percent and FFS access to
care/specialists: 95 percent/85 percent.

Improve satisfaction of Medicare beneficiaries
with the health care they recelve.
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A fundamental CMS goal is to assure satisfaction in the experiences beneficiaries have
in accessing care for illness and injuries when needed, including their access to care of
specialists. In response to the need to standardize the measurement of and monitor bene-
ficiaries” experience and satisfaction with the care they receive through Medicare, CMS
developed a series of data collection activities under the Consumer Assessment Health
Plans Surveys (CAHPS). The CMS fields these surveys annually to representative samples
of beneficiaries enrolled in each Medicare managed care plan, as well as those enrolled in
the original Medicare FFS plan. The CMS shares the results with health plans and
Medicare beneficiaries through various means, including the National Medicare & You
Education Program (NMEP), and with QIOs at the annual American Health Quality
Association meetings.
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Provision of CAHPS performance information assists beneficiaries
in their health plan choices under Medicare. Annual development of
specific performance measures also permits use of CAHPS as a tool for
monitoring beneficiary experiences in and satisfaction with differing
care delivery modes and in different regions of the country. Plan-
specific measures provide direct incentives for managed care plans to
improve performance and health services quality. FFS measures,
reported by geographic area, assist in development of strategies to
improve care quality through targeted interventions implemented either
directly by CMS or through other partners. The performance indicators and satisfaction
measures disseminated through the NMEP also are part of a long-term strategy to
monitor and evaluate the use of specific services provided through Medicare, and
improve consumer satisfaction regarding the services received.

The CMS conducts research on the use and understanding of these measures by
beneficiaries, as well as in the effectiveness of specific initiatives monitored by these
measures in improving service quality. Our baselines for both managed care and FFS
satisfaction are already fairly high. Given this type of survey for a large group of people
and considering the unrelated factors that could influence responses, we know that a
target of 100 percent satisfaction is unrealistic. Nonetheless, our targets are challenging
and are set for a five-year period in order for the percentage increases to be large
enough to be statistically detected.

Increase Annual Influenza and Pneumococcal Vaccinations

The CMS’ FY 2004 target was to increase influenza vaccinations to 72.5 percent and
increase pneumococcal vaccinations to 69 percent.

In 2001 and 2002 the National Center for Health Statistics reported influenza and
pneumonia to be the primary causes of death for a significant number of older adults.
For all persons age 65 or older, the Advisory Committee on Immunization practices
(ACIP) and other leading authorities recommend lifetime vaccination for pneumococcal
pneumonia and annual vaccination for influenza. Consistent with HHS’ strategic plan
goals and through the collaborative efforts of CMS, the Centers for Disease Control and
Prevention (CDC) and the National Coalition for Adult Immunization (NCAI), we are
working to improve adult immunization rates in the Medicare population.

Manufacturing and distribution shortages of the vaccine for influenza have affected
our ability to reach our influenza targets. Since the timing of the pneumococcal vaccina-
tion usually occurs at the same time as the influenza vaccination, performance in this
area is affected as well. There remain external challenges to increasing the influenza
and pneumococcal vaccination rates such as, reported public concerns about the side
effects and general safety of immunizations, fueled by reports of potential side effects of
the smallpox vaccine. Additionally, producing the specific strain needed in a given
influenza season has also been a challenge which has affected supply. However, CMS is
working to reduce known barriers to influenza and pneumococcal vaccinations in order
to contribute to higher rates in the future.
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The QIOs are also working in collaboration with beneficiaries, providers, managed
care plans, community groups and other interested partners to design and implement
immunization quality improvement projects. These projects are conducted in hospitals,
long-term care facilities, dialysis facilities, physician offices, home health agencies and
public health clinics. They combine education for healthcare workers, a plan for
identifying high-risk patients, and efforts to remove administrative and financial barriers
that prevent patients from receiving influenza and pneumococcal vaccines.

Decrease the Number of Uninsured Children by Working
with the States to Enroll Children in SCHIP and Medicaid

The CMS’ FY 2004 target was to maintain the enrollment of children in SCHIP and
Medicaid at the FY 2003 levels.

Through title XXI of the Social Security Act, the States were given the option to
expand their Medicaid program, establish a separate SCHIP, or use a combination of
both. The SCHIP and Medicaid programs have enhanced the availability of health care
coverage to improve the quality of life for millions of vulnerable, uninsured, low-income
children. The energy invested by the States and Territories, communities, and the
Federal Government has resulted in significant expansions in coverage, as well as new
systems for enrolling children. While the main goal of SCHIP still remains to provide
health assistance to uninsured, low-income children and to increase enrollment, the
current economic conditions have made it difficult for CMS to achieve its enrollment
targets for SCHIP. Therefore, CMS revised its GPRA enrollment targets for FY 2004 to
maintain enrollment of children in SCHIP and Medicaid at the FY 2003 levels.

Medicaid and SCHIP
Decrease the number of uninsured children by
working with States to enroll children in SCHIP
and Medicaid.
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Many states have eliminated barriers that prevent families from enrolling in
Medicaid and SCHIP. For example, some states simplified application forms and elimi-
nated income verification requirements. Also, a number of states have expanded eligibil-
ity to provide coverage to other populations (i.e., parents, families with incomes at high-
er levels of the Federal poverty level, etc.) as a way to increase enrollment in Medicaid
and SCHIP. In the face of the recent fiscal challenges, there are also a number of states
limiting outreach in SCHIP and Medicaid to try to maintain their current eligibility lev-
els. Since the inception of SCHIP, there has been a substantial increase in Medicaid
enrollment, partly due to the mass media and outreach campaigns in the early years of
SCHIP. In addition, the SCHIP requirement for states to screen all SCHIP applicants for
Medicaid eligibility has enabled a number of children who may have been eligible for
Medicaid to actually get enrolled in the program.

The CMS continues to work with states to assure that their programs are designed to
best meet the needs of their children and provides extensive technical assistance to
states that need to modify their programs. In addition, CMS published a regulation in
2002, which allows states to provide health care coverage under SCHIP to pregnant
women for children who are not yet born.

Reduce the Medicare FFS Error Rate

The CMS FY 2004 target for the Medicare FFS error rate was 4.8 percent (net) and
5.6 percent (gross).

The CMS is committed to continuing to reduce the percentage of improper payments
made under the Medicare FFS program. One of CMS’ key goals is to pay claims properly
the first time. This means paying the right amount to legitimate providers for covered
services provided to eligible beneficiaries. Paying claims right the first time saves
resources required to recover improper payments and ensures the proper expenditure of
valuable Medicare trust fund dollars.

The FY 2004 CMS Financial Report includes estimates from CMS’ two Medicare
F FS measurement pro grams: the Comprehensive Error Rate Testing (CERT) program
and the Hospital Payment Monitoring Pro gram (HPMP). This year, CMS sampled
appraximately 120,000 claims for CERT and approximately 40,000 discharges for
HPMP. These programs provide CMS with a rigorous set of data that CMS can use to
manage Medicare contractors, identify and prevent errors, and educate providers that
bill CMS programs.

The CMS analysis for FY 2004 indicated that the paid claims net error rate was 9.3
percent or $19.8 billion in net improper payments.

The CMS did not meet its goal for FY 2004 but is working with the contractors that
pay Medicare claims and the QIOs on aggressive efforts to lower the paid claims error
rate, including: (1) developing a tool that generates state-specific hospital billing reports
to help QIOs analyze administrative claims data, (2) increasing and refining one-on-one
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educational contacts with providers found to be billing in error, and (3) developing proj-
ects with the QIOs to address state-specific admissions necessity and coding concerns,
as well as to facilitate the surveillance and monitoring of inpatient payment error trends
by error type. The CMS has directed Medicare contractors to develop local efforts to
lower the error rate by developing plans that address the problems that result in errors.
These plans must specify the steps they are taking to fix the problems, and other recom-
mendations that will ultimately lower the error rate.

The CERT program is an important new tool in monitoring contractor performance.
It will provide CMS with the fundamental structure to hold the FFS contractors account-
able for the services they provide as CMS moves from contracts that simply pay contrac-
tors to process Medicare claims to performance-based contracts. There is additional dis-
cussion of the CERT program under the section of Improper Payments.

FINANCGIAL ACCOMPLISHMENTS AND
STATEMENT HIGHLIGHTS

For the sixth consecutive year, we received an unqualified audit opinion on our financial
statements from the auditors, indicating that our financial statements are fairly
presented in all material respects. Of particular significance, we achieved such a mile-
stone under a greatly accelerated timeline. Our strategic vision for financial management
is: To develop and maintain a strong financial management operation to meet the
changing requirements and challenges of the twenty-first century as we continue to
safeguard the assets of the Medicare trust funds. To accomplish this vision, our four key
financial management objectives are to: (1) improve financial reporting, guidance, and
contractor oversight by providing timely, reliable, and accurate financial information so
that CMS management and other decision makers make timely and accurate program
and administrative decisions, (2) design and implement effective financial management
systems that comply with the Federal Financial Management Improvement Act (FFMIA),
(3) improve debt collection and internal accounting operations, and (4) validate key
financial data to ensure its accuracy and reliability.

CFO Audit

We received our first unqualified audit opinion on our financial statements in FY 1999.
While obtaining an unqualified opinion remains an important goal, we continue to
make financial management improvements. However, our auditors have identified a
material weakness regarding CMS’ financial systems, reporting, analysis and oversight in
both the Medicare and Medicaid programs. The auditors found that CMS needs to
improve its communication processes and procedures to prevent financial statements
from being issued that are materially misstated. The Medicare contractors continue to
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make improvements in maintaining supporting records for
Medicare activities. However, because of the lack of a formal,
integrated accounting system to accumulate and report
financial information by Medicare contractors, States, CMS
CO and ROs, CMS uses ad hoc, labor-intensive reports, which
increases the risk of material misstatement or omission. As
CMS progresses toward its long-term goal of developing an integrated general ledger
system, we will continue to promote a uniform method of reporting and accounting for
financial data.

Additionally, the auditors indicated the inadequate monitoring of managed care
organizations. For example, the auditors disclosed instances of inadequate policies,
documentation, and supervisory review related to the authorization and payment
process for managed care organizations. Moreover, procedures regarding the Medicaid
oversight function were not being performed to ensure that financial data provided by
the States are reliable, accurate, and complete. In addition to implementing an
integrated general ledger system, the financial oversight of the Medicaid program will
be increased.

Accounts Receivable

Our financial statements have to properly reflect accounts receivable at their true eco-
nomic value based on provisions provided within the Office of Management and Budget
Circular A-129, Managing Federal Credit Programs. Medicare accounts receivable con-
sist primarily of provider and beneficiary overpayments, and Medicare Secondary Payer
(MSP) receivables of paid claims that we subsequently determined that Medicare should
have been the secondary rather than the primary payer.

We continue to use independent certified public accountants (CPAs) to review
Medicare contractor accounts receivable balances in order to validate the receivable
amounts reported to CMS and the adequacy of their internal controls. For FY 2004, the
CPAs conducted reviews at 14 Medicare contractors, which comprised about 88 percent
of the accounts receivable balance reflected in last year’s financial statements.
Additionally, the scope of these reviews included the timely implementation of Medicare
contractors’ financial management corrective action plans (CAPs).

While we have made significant improvements in financial analyses and oversight of
accounts receivables, our auditors continue to report a material weakness in the
financial systems area. Our long-term solution to this material weakness is the
Healthcare Integrated General Ledger Accounting System (HIGLAS). The HIGLAS will
provide CMS with an integrated financial management system that conforms to
government-wide requirements and will strengthen management of Medicare accounts
receivable. Until this system is implemented, we will compensate for the lack of a
modernized system through other means.
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Debt Management

We collect the majority of our debt because most overpayments
are recognized timely, thus allowing future claims to be offset
against current overpayments. Debts that are over 180 days
delinquent are subject to the Debt Collection Improvement Act
(DCIA). Under the DCIA, Federal agencies are required to refer
all eligible debts over 180 days delinquent to the Department of
Treasury (Treasury) for cross-servicing and/or Treasury Offset Program (TOP). Debts
referred to TOP are matched to Federal payments for potential offset. Debts referred for
cross-servicing, which is the other primary collection tool used by Treasury, can have a
variety of collection activities, including sending additional demand letters, referring
debts to TOP, referring debts to private collection agencies, negotiating repayment agree-
ments, and referring some debts to the Department of Justice for litigation, if necessary.
The HHS Program Support Center (PSC) serves as the Debt Collection Center (DCC) for
eligible CMS debts, and refers those debts to Treasury.

Our debt referrd process encompasses all Medicare contractors, CO, and ROs, who
forward demand letters to the delinquent debtors and input the debt information into our
Debt Collection System (DCS) to transmit the debt electronically to the PSC for referrd to
Treasury. During FY 2004, we referred approximately $523 million of delinquent debt to
Treasury for cross-servicing and TOP. This brought our total gross delinquent debt
referred to approximately $6.7 billion, which is about 99 percent of the total net eligible
to be referred.

Medicare Contractor Oversight

Medicare contractors administer the day-to-day operations of the Medicare program by
paying claims, auditing provider cost reports, and establishing and collecting overpay-
ments. As part of these activities, Medicare contractors are required to maintain a vast
array of financial data. Due to the materiality of this data, we must have assurances as to
its validity and accuracy.

In FY 2003, the financial statement auditors reported that CMS continued to build
upon prior efforts to improve its oversight of Medicare contractors and that it should
continue to enhance its review of information included in its financial statements.
Progress in these areas is ongoing through the workgroups comprised of CMS Central
Office (CO) and RO staff that address the areas identified by auditors: follow up on
CAPs, reconciliations of funds expended to paid claims, trend analysis, and internal
controls. The workgroups have defined CO and RO roles and responsibilities, and
developed national strategic plans to strengthen our Medicare contractor financial
management oversight.
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Corrective Action Plans

The CMS conducts various financial management and electronic data processing (EDP)
audits and reviews performed by the Office of the Inspector General (OIG), Government
Accountability Office (GAO), independent CPA firms, and CMS CO and RO staff to
provide reasonable assurance that Medicare contractors have developed and implemented
sound internal controls. The results of these reviews indicate whether the contractors’
internal controls are operating as designed and identify existing deficiencies. Correcting
these deficiencies is essential to improving financial management. Therefore, audit
resolution remains a top priority at CMS. Medicare contractors are required to prepare an
initial CAP, which describes activities to correct all identified findings and the timeframes
for which they will be implemented. Additionally, quarterly updates to the CAPs are
required. The CMS reviews all initial CAPs and quarterly CAP updates for adequacy.

The CAP report consolidates all findings identified during CFO initiated audits, SAS
70 internal control reviews, and reviews of accounts receivable balances. It also standard-
izes the format of CAP submissions and facilitates CMS’ monitoring responsibilities of
these reports. Training on our CAP manual policies and procedures was provided during
our annual CFO training conferences.

The CMS contracted with independent CPA firms to conduct CAP follow-up reviews
during the SAS 70 internal control reviews and accounts receivable agreed upon
procedure reviews that were performed in FY 2004. The CPA firms were able to validate
the successful implementation of 256 Medicare contractor CAPs.

CMS-1522 Reconciliations

On a monthly basis, Medicare contractors perform a reconciliation of their Form
CMS-1522 Funds Expended Report to their paid claims or system reports. During

FY 2004, the CMS-1522 Cash Reconciliation Workgroup worked with the OIG and issued
reconciliation procedures to Medicare contractors who process and pay claim under the
Fiscal Intermediary Shared System (FISS) and Multi-Carrier System (MCS). The detailed
procedures implemented during FY 2004 require Medicare contractors to reconcile, on a
monthly basis, total funds expended by CMS to the corresponding Medicare claims that
have been submitted and paid.

The CMS selected and performed reviews at two Medicare contractor locations
during FY 2004 to test compliance with the new procedures. During FY 2005, the work-
group will continue to perform reviews of the Form CMS-1522 report and reconciliation
processes at a sample of contractors.

Trend Analysis

We continue to enhance our analytical tools to provide the steps to identify potential
errors, unusual variances, system weaknesses or inappropriate patterns of financial data
accumulation. The Trend Analysis Workgroup continues to emphasize trend analysis of
critical financial related data, such as accounts receivable and quarterly financial state-
ments, reported by CMS and our Medicare contractors. These tools allow us to perform
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more extensive data analyses and determine the need for addi-
tional actions to ensure that problems are adequately resolved.

To ensure that accounts receivable balances reported are
reasonable, Medicare contractors are required to perform trend
analysis on a quarterly basis and maintain documentation
supporting it. During the annual CFO training conferences, the workgroup provides trend
analysis training to the Medicare contractors. Additionally, the workgroup provides train-
ing to CO and RO staff on the review procedures that are used to review the adequacy of
Medicare contractors’ quarterly trending analysis submissions.

Internal Gontrols

To continue our emphasis on the importance of internal controls, the Certification
Package on Internal Controls (CPIC) Workgroup continued to develop and communicate
a heightened awareness of internal controls within the Medicare contractor community.
In FY 2004, members of the CPIC workgroup conducted onsite CPIC protocol reviews at
seven Medicare contractors for the FY 2003 CPIC submission. The workgroup also
updated manual instructions that provide guidelines and policies to the Medicare
contractors to enable them to strengthen their internal control procedures. This included
the annual update of the control objectives. The past several years have confirmed a
need for a structured internal control strategy and process for CMS. In the past, we have
been criticized for not providing a level of assurance that Medicare contractors had
adequate systems of internal controls that were in place and operating efficiently. We
believe the procedures and methods set forth in this manual will alleviate the problems
and weaknesses for which the program has been cited.

Additionally, we require all Medicare contractors to submit an annual CPIC on their
Medicare operations by October 15 of each FY. In the CPIC, contractors are required to
report their material weaknesses identified during the FY. They are also required to main-
tain an internal list of reportable conditions. We require CAPs for all materialweaknesses
reported in the CPICs. During FY 2004, we also contracted with CPA firms to conduct
SAS 70 internal control reviews of 14 Medicare contractors. The reviews indicated that
each Medicare contractor reviewed had one or more exceptions. To ensure that the
exceptions are properly addressed in a timely manner, we requested the contractors to
develop and submit CAPs. For FY 2005, we will continue to perform these SAS 70
internal control reviews and monitor contractors’ progress for implementing their CAPs.

Financial Management and Reporting

To achieve accurate financial reporting and reliable internal controls, we have identified
the following areas as significant.

Budget Execution

For FY 2004, CMS’ budget execution function continues to be a major strength. The CMS
established a Chief Operating Officer who works closely with the Chief Financial Officer
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to ensure that an operating plan is developed timely and supports the Agency’s priorities.
Strong fund control procedures ensure resournes are only used for those activities in the
operating plan that have been approved by the Administrator. The CMS closely monitors
available resources throughout the year to ensure the Anti-Deficiency Act is not violated
while at the same time meeting reasonable but aggressive lapse targets.

The CMS established two new accounts in FY 2004. The passage of the MMA and
an Information Technology Revitalization Plan necessitated the development of an
operating plan, an accounting structure, and operational processes to control these
additional funds.

Guidance to Medicare Gontractors

Medicare contractors provide much of the financial data CMS uses to manage the
Medicare program. It is vital that they manage resources effectively and report accurate
financial data. Therefore, we have continued to hold Medicare contractors accountable
for improved financial management. We do so by requiring them to fix all deficiencies
identified by the annual CFO audits and reviews and to report to us on a quarterly basis
on their progress.

During FY 2004, we continued to revise, clarify and issue Medicare contractor
financial reporting instructions. These instructions include revising policies regarding the
calculation of the allowance for uncollectible accounts, recognizing and reporting credit
balance receivables, and recognizing and reporting unsolicited/voluntary refunds.

We also clarified financial reporting and debt collection policies and procedures based on
findings from CFO audits, oversight reviews, and SAS 70 internal control reviews. The
evaluation of findings resulting from these reviews allows us to perform risk analysis and
profiling of Medicare contractors to determine where our resources should be focused and
where additional guidance is needed. Our goal is to continue to improve the consistency of
information provided by the Medicare contractors.

We conducted two national training conferences for the Medicare contractors and
RO's. We provided clarification of our policies and procedures for financial reporting and
trend analysis, and also emphasized the importance of debt referral and internal controls
documentation. With assurances that data is valid and complete, we have greater
confidence in the accuracy and reliability of the financial information reported.

Our Medicare contractor financial management manual provides guidance on budget
preparation and execution, overpayments, debt collection, accounts receivable, financial
reporting, enhances Medicare contractors’ ability to map their internal control
environment, and assists us in the development of training on internal control require-
ments. The manual is Internet-accessible.

Financial Reporting

All financial data, including data provided by Treasury and other Federal agencies, was
included in our general ledger. This facilitated the preparation of the financial
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statements by eliminating manual entries into spreadsheets to determine necessary
adjustments. It also provided the auditors with a clearer audit trail.

We continued preparing automated formatted financial statements produced directly
from the Financial Accounting and Control System (FACS). This enabled the system to
produce an audit trail documenting manual adjustments made to accounts that affect
the financial statements. We also produced interim financial statements for the quarters
ending December 31, 2003, March 31, 2004, and June 30, 2004, and, for the seventh
consecutive year, submitted our financial statements through the automated financial
statement system implemented by HHS.

We have also complied with Treasury’s November 2004 reporting requirement for
the Federal Agencies Centralized Trial Balance System (FACTS) II and the January 2004
reporting requirements for FACTS I. We continued to improve the operation of FACS by
programming and implementing numerous accounting enhancements. These changes
ensured that we met new program and Treasury requirements, as well as improved our
administrative and accounting operations and controls.

Medicare Secondary Payer

Our efforts in the MSP area saved the Medicare trust funds approximately $4.8 billion
dollars in FY 2004. The CMS continues to actively pursue delinquent debts owed the
Medicare program in compliance with DCIA. Despite the suspension of normal
IRS/Social Security Administration/CMS data match (DM) operations in FY 2003
through late Spring of FY 2004, savings attributed to DM remained significant at $377
million for FY 2004. The DM activities resumed in FY 2004, i.e., the mailing of employer
questionnaires for tax years 2001 and 2002; this activity should be completed in January
FY 2005. The CMS expects savings attributable to this program to increase with normal
DM activities resuming in FY 2005 for tax year 2003, combined with the completion of
DM mailings for tax years 2001 and 2002.

The CMS continues to pursue Voluntary Data Sharing Agreements (VDSAs) with
insurers and large employers to secure health care coverage information on working
enrollees and dependents. Current participation in the VDSA process includes 77
insurers and large employers. Of these, 18 were signed in FY 2004 with active
negotiations and technical discussions continuing with other interested parties. The
number of new agreements signed in FY 2004 reflects the rapidly accelerating interest in
this program on the part of employers and insurers that recognize the VDSA process
represents one of the most cost effective ways to coordinate benefits with Medicare.
Overall annual savings attributed to this program grew from $184 million in FY 2003 to
$282 million in FY 2004. The CMS expects savings from the VDSA program to grow
significantly in FY 2005 with the execution of signed and pending agreements as these
partners attain full production status.

We are also continuing with our workers’ compensation (WC) DM initiative. This
involves entering into data sharing agreements with state WC boards and commissions
and large WC insurers. The CMS launched this effort in FY 2004 with the signing of the
first WC DM agreement with the State of California. This agreement has resulted in the
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creation of many new MSP auxiliary records and $779,396 in cost avoided savings to the
Medicare program. The CMS has executed agreements with the States of Kansas,

New York, Maryland and Oregon that will be effective in FY 2005. We are also in
negotiations with the States of Texas, Florida and Pennsylvania, as well as two large
insurance firms.

The CMS has also hired a contractor to review Workers” Compensation Set-aside
Arrangements (WCMSA). Since the inception of the contract in October 2003, the
contractor has approved WCMSA of $68 million (payments that Medicare would other-
wise have been the primary payer). In FY 2004, CMS invested considerable effort in WC
outreach and education for our MSP partners; as a result, an increasing number of
WCMSA are being submitted to CMS for review and approval.

Other Initiatives

For the past several years, the number of unsettled managed [ i
care cost reports has been decreasing. The total backlog of

unsettled managed care cost reports at the close of FY 2004
was 88. Disallowances resulting from FY 2004 settlement
activity amounted to about $4 million. For FY 2004, we had a
rate of return of 4 to 1. The remaining backlog of unsettled
managed care cost reports still represents a challenge to CMS because these cost reports
have critical issues that must be resolved with Managed Care Organizations (MCOs). It is
these reports that may eventually need many audit adjustments. Thus, many of the more
recent cost reports sent to audit have fewer issues. Also, many of these audited plans have
incorporated adjustments from prior audits and will require fewer adjustments. The most
recent Return on Investment of 4% may well be an aberration because audits of plans
with more serious issues are yet to be scheduled or completed.

We also made important accomplishments in our administrative payment areas. We
continued to pay all of our administrative payments on time in accordance with the
Prompt Payment Act. Over 96 percent of our vendor reimbursements and virtually 100
percent of our travel reimbursements are made electronically.

Improper Payments

In 2002, Congress passed the Improper Payment Information Act (IPIA) that aims to
standardize the way Federal agencies report improper payments in programs they
administer. The IPIA includes requirements for identifying and reporting improper pay-
ments and defines improper payments as any payment that should not have been made
or that was made in an incorrect amount (including overpayments and underpayments).
Incorrect payments also include payments to ineligible recipients or payments for
ineligible services, as well as duplicate payments and payments for services not
received. The identification and reporting of improper payments has been in place for
Medicare FFS since FY 1996; however, CMS has initiatives in place to enhance its
program integrity efforts to include Medicaid and SCHIP.
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Medicare

The CMS has begun to implement the requirements of the Improper Payments
Information Act of 2002 (IPIA). Although CMS has not fully complied with the IPIA, we
have implemented a comprehensive program that measures the Medicare contractors’
payment accuracy rates, and will update its risk assessment for managed care.

A change in methodology required by the IPIA is the use of gross improper payment
figures. The gross improper payment figure is calculated by adding together the absolute
value of underpayments and overpayments. In all prior years (FY 1996— FY 2003), CMS
reported the Medicare FFS estimate of improper payments as a net number (where
underpayments were subtracted from overpayments). The FY 2004 Medicare FFS esti-
mate complies with the IPIA requirement to report gross numbers.

The FY 2004 paid claims error rate remained higher than our 2004 goal of 5.6
percent gross and 4.8 percent net. The CMS analysis for FY 2004 indicated that the paid
claims gross error rate was 10.1 percent (9.3 percent net) or $21.7 billion in gross
improper payments ($19.8 billion net). As discussed in the Performance Goals section of
this Financial Report, CMS is taking steps to reduce the error rate for the future.

FY 2004 Gross and Net Improper Payments and Error Rates
in the Medicare FFS Program

Gross Net
FY Overpayments Underpayments Improper Payment Error Improper Payment Error
Amount Rate Amount Rate
(Overpayments + (Overpayments -
Underpayments) Underpayments)
2004 $20.8 B $0.9 B $21.7 B 10.1% $19.8 B 9.3%

Medicaid

Medicaid payments are susceptible to erroneous payments as well. Thus, the Federal
Government and the States have a strong financial interest in ensuring that claims are paid
accurately. In FY 2000, CMS adopted a GPRA goal to explore the feasibility of developing a
methodology to estimate payment accuracy in the Medicaid program. In response to this
GPRA goal, CMS initiated the Payment Accuracy Measurement (PAM) Project.

In July 2001, CMS solicited states to participate in the first year of the PAM
demonstration project, which was implemented in FY 2002. The project essentially
requested that states develop a methodology to estimate payment accuracy. The results
of this pilot project indicated that it was feasible to estimate payment accuracy in the
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Medicaid program. As a result, CMS conducted a second year of the pilot project in
FY 2003. Shortly after the beginning of the second year of the PAM project, Congress
passed the IPIA.

The CMS continued the pilot in FY 2004 and refined the methodology to include
elements that allow for greater compliance with IPIA. The CMS has further refined its
methodology for what it anticipates to be its final pilot project before national
implementation. The CMS believes that the FY 2005 pilot will comply with all aspects of
the IPIA that will be reported in FY 2006. The methodology has been designed to
measure payment error in the title XIX Medicaid program and in the title XXI SCHIP in
both the FFS and managed care components of these programs.

In FY 2004, CMS issued a draft regulation for the Payment Error Rate Measurement
(PERM) project that will require all 50 States and the District of Columbia to annually
estimate payment error in their Medicaid and SCHIP programs. We anticipate publishing
a final regulation that will be nationally implemented in FY 2006. Once implemented
CMS will be able to produce an annual national error rate for both the Medicaid and
SCHIP programs.

Healthcare Integrated General Ledger Accounting System

w Although our CFO auditors have found that Medicare
contractors’ claims processing systems are operating
¢ J/ effectively in paying claims, they were not designed to meet
- o the requirements of a dual entry, general ledger accounting
‘IﬁL system. As a result, they do not meet the provisions of the
_— FFMIA. Therefore, a key element of our strategic vision is to
acquire an FFMIA-compliant financial management system that will include all Medicare
contractors. This project is called HIGLAS. As part of this effort, CMS will replace the
FACS, which accumulates all of the CMS financial activities, both programmatic and

administrative, in its general ledger.

Following the guidance of OMB Circular A-130, Management of Federal
Information Resources, we acquired a commercial-off-the-shelf (COTS) product for
HIGLAS. IBM is the systems integrator, and is providing application service provider
services. Oracle Corporation is providing the financial accounting software.
Implementing an integrated general ledger program will give CMS enhanced oversight of
contractor accounting systems and provide high quality, timely data for decision-making
and performance measurement.

The HIGLAS project began with a pilot program with one Medicare contractor
(Palmetto Government Benefit Administrators) that processes primarily hospital and
other institutional claims, and another Medicare contractor (Empire Blue Cross Blue
Shield) that processes primarily physician and supplier claims. The pilot phase will
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reengineer the accounting business process of the Medicare contractors to support the
accounting software.

Once completed, the system will be thoroughly tested to ensure it works correctly
and can handle the large volume of financial transactions generated by the Medicare
program before a final decision is made to install the accounting system for Medicare
and all its contractors.

The new system will also strengthen management of Medicare accounts receivable
and allow more timely and effective collection activities on outstanding debts. These
improvements in financial reporting by CMS and its contractors are essential to retaining
an unqualified opinion on our financial statements, meeting the requirements of key
Federal legislation, and safeguarding government assets.

Financial Statement Highlights

Consolidated Balance Sheet

The Consolidated Balance Sheet presents amounts of future
economic benefits owned or managed by CMS (assets), amounts
owed (liabilities), and amounts that comprise the difference (net
position). The CMS Consolidated Balance Sheet shows $324.6
billion in assets. The bulk of these assets are in the Trust Fund .
Investments totaling $285.8 billion, which are invested in U.S. Treasury Special Issues,
special public obligations for exclusive purchase by the Medicare trust funds. Trust fund
holdings not necessary to meet current expenditures are invested in interest-bearing
obligations of the U.S. or in obligations guaranteed as to both principal and interest by
the U.S. The next largest asset is the Fund Balance with Treasury of $26.6 billion, most
of which is for Medicaid and SCHIP. Liabilities of $52.4 billion consist primarily of the
Entitlement Benefits Due and Payable of $49.2 billion. The CMS net position totals
$272.3 billion and reflects the cumulative results of the Medicare Trust Fund
investments and the unexpended balance for SCHIP.

Consolidated Statement of Net Gost

The Consolidated Statement of Net Cost shows a single amount—the actual net cost of
CMS operations for the period by program. The three major programs that CMS admin-
isters are Medicare, Medicaid, and SCHIP. The majority of CMS expenses are allocated

to these programs.

Total Benefit Payments were $481.2 billion for FY 2004. Administrative Expenses we re
$2.7 billion, less than 1 percent of total net Program/Activity Costs of $451.5 billion.

The net cost of the Medicare program including benefit payments, QIOs, Medicare
Integrity Program spending, and administrative costs, was $269.7 billion. The HI total costs
of $168.1 billion were offset by $1.8 billion in premiums. The SMI total costs of $133.8
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billion were offset by premiums of $30.3 billion. Medicaid total
costs of $177.1 billion represent expenses incurred by the
States and Territories that were reimbursed by CMS during the
fiscal year, plus accrued payables. The SCHIP total costs were
$4.6 billion.

Consolidated Statement of Changes in Net Position

The Consolidated Statement of Changes in Net Position shows the net cost of operations
less financing sources other than exchange revenues, and the net position at the end of
period. The line, Appropriations Used, represents the Medicaid appropriations used of
$176.7 billion, $104 billion in transfers from Payments to Health Care Trust Funds to HI
and SMI, SCHIP appropriations of $4.6 billion, and Ticket to Work appropriations of
$207 million. Medicaid and SCHIP are financed by a general fund appropriation
provided by Congress. Employment tax revenue is Medicare's portion of payroll and
self-employment taxes collected under the Federal Insurance Contribution Act (FICA)
and Self-Employment Contribution Act (SECA) for the HI trust fund totaling $153.4
billion. The Federal matching contribution is income to the SMI program from a general
fund appropriation (Payments to Health Care Trust Funds) of $96.8 billion, that matches
monthly premiums paid by beneficiaries.

Combined Statement of Budgetary Resources

The Combined Statement of Budgetary Resources provides information about the
availability of budgetary resources, as well as their status at the end of the year. The
CMS total budgetary resources were $608.6 billion. Obligations of $597.4 billion leave
unobligated balances of $11,176 million (of which $820 million is not available). Total
outlays were $585.1 billion. When offset by $136.6 billion relating to collection of
premiums and general fund transfers from the Payments to Health Care Trust Funds, the
net outlays were $448.5 billion.

Consolidated Statement of Financing

The Consolidated Statement of Financing is a reconciliation of the preceding statements.
Accrual-based measures used in the Consolidated Statement of Net Cost differ from the
obligation-based measures used in the Combined Statement of Budgetary Resources,
especially in the treatment of liabilities. A liability not covered by budgetary resources
may not be recorded as a funded liability in the budgetary accounts of CMS’ general
ledger, which supports the Report on Budget Execution and Budgetary Resources (SF
133) and the Combined Statement of Budgetary Resources. Therefore, these liabilities
are recorded as contingent liabilities on the general ledger. Based on appropriation
language, they are considered “funded” liabilities for purposes of the Consolidated
Balance Sheet, Consolidated Statement of Net Cost, and Consolidated Statement of
Changes in Net Position. A reconciling item has been entered on the Consolidated
Statement of Financing.
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Required Supplementary Stewardship Information (RSSI)

As required by the Statement of Federal Financial Accounting Standards (SFFAS)
Number 17, CMS has included information about the Medicare trust funds—HI and
SMI. The RSSI assesses the sufficiency of future budgetary resources to sustain program
services and meet program obligations as they come due. The information is drawn
from the 2004 Annual Report of the Boards of Trustees of the Federal Hospital
Insurance and Federal Supplementary Medical Insurance Trust Funds, which
represents the official government evaluation of the financial and actuarial status of the
Medicare trust funds.

Limitations of the Financial Statements

The financial statements have been prepared to report the financial position and results
of operations of CMS, pursuant to the requirements of 31 U.S.C. 3515(b) and the Chief
Financial Officers Act of 1990 (P.L. 101-576).

While these financial statements have been prepared from CMS’ general ledger and
subsidiary reports and supplemented with financial data provided by the U.S. Treasury
in accordance with the formats prescribed by OMB, the statements are in addition to the
financial reports used to monitor and control budgetary resources that are prepared
from the same books and records. These statements use accrual accounting, and some
amounts shown will differ from those in other financial documents, such as the Budget
of the U.S. Government and the annual report of the Boards of Trustees for HI and
SMI, which are presented on a cash basis. The statements should be read with the
realization that they are for a component of the United States government, a sovereign
entity. One implication of this is that liabilities cannot be liquidated without legislation
that provides resources to do so. The accuracy and propriety of the information
contained in the principal financial statements and the quality of internal control rests
with management.
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CONSOLIDATED BALANGCE SHEET
As of September 30, 2004 and 2003

(in millions)

FY 2004 FY 2003
Consolidated Consolidated
Totals Totals
ASSETS
Intragovernmental Assets:
Fund Balance with Treasury (Note 2) $26,570 $18,536
Trust Fund Investments (Note 3) 285,792 280,300
Accounts Receivable, Net (Note 4) 421 700
Other Assets:
Anticipated Congressional Appropriation (Note S) 9,248 11,830
Other 1 3
Total Intragovernmental Assets 322,032 311,369
Cash and Other Monetary Assets 460 843
Accounts Receivable, Net (Note 6) 1,905 2,620
General Property, Plant and Equipment, Net 120 13
Other 101 72
TOTAL ASSETS $324,618 $314,917
LIABILITIES (Note 9)
Intragovernmental Liabilities:
Accounts Payable $624 $246
Accrued Payroll and Benefits 3 3
Other Intragovernmental Liabilities (Note 7) 344 233
Total Intragovernmental Liahilities 971 482
Federal Employee and Veterans’ Benefits 10 1
Entitlement Benefits Due and Payable (Note 8) 49,229 48,123
Accrued Payroll and Benefits 51 46
Other Liabilities (Note 7) 2,104 256
TOTAL LIABILITIES 52,365 48,918
NET POSITION
Unexpended Appropriations 16,422 13,441
Cumulative Results of Operations 255,831 252,558
TOTAL NET POSITION $272,253 $265,999
TOTAL LIABILITIES AND NET POSITION $324,618 $314,917

The accompanying notes are an integral part of these statements.
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CONSOLIDATED STATEMENT OF NET COST
For the Years Ended September 30, 2004 and 2003

(in millions)

FY 2004 FY 2003
Consolidated Consolidated
Totals Totals
NET PROGRAM/ACTIVITY COSTS
GPRA Programs
Medicare $269,748 $250,074
Medicaid 177,060 161,721
SCHIP 4,611 4,360
Net Cost - GPRA Programs 451,419 416,155
Other Activities
CLIA 4 33
Ticket to Work Incentive 34 14
Other 4)
Net Cost - Other Activities 38 43
NET COST OF OPERATIONS (Note 10) $451,457 $416,198

The accompanying notes are an integral part of these statements.

CONSOLIDATED STATEMENT OF CHANGES IN NET POSITION
For the Years Ended September 30, 2004 and 2003

(in millions)

FY 2004 FY 2003
Cumulative Cumulative
Results Unexpended Results Unexpended
of Operations  Appropriations of Operations Appropriations
BEGINNING BALANCES $252,558 $13,441 $246,707 $14,096
PRIOR PERIOD ADJUSTMENT
Budgetary Financing Sources:
Appropriations Received 292,330 261,307
Appropriations Transferred-in/out (1,208) (1,167)
Other Adjustments (Note 11) (2,637) (5,143)
Appropriations Used 285,504 (285,504) 255,652 (255,652)
Nonexchange Revenue (Note 12) 170,377 167,200
Transfers-in/out
Without Reimbursement (Note 13) (1,183) (836)
Other Financing Sources:
Transfers-out Without Reimbursement (1)
Imputed Financing from Costs Absorbed by Others 33 33
TOTAL FINANCING SOURCES 454,730 2,981 422,049 (655)
NET COST OF OPERATIONS 451,457 416,198
ENDING BALANCES $255,831 $16,422 $252,558 $13,441

The accompanying notes are an integral part of these statements.
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COMBINED STATEMENT OF BUDGETARY RESOURCES
For the Years Ended September 30, 2004 and 2003

(in millions)

RESTATED
FY 2004 FY 2003
Combined Combined
Totals Totals
Budgetary Resources:
Budget authority:

Appropriations received $599,973 $547,308

Net transfers (1,208) (1,162)
Unobligated balance:

Beginning of period 511 3,358

Net transfers, actual (5)
Spending authority from offsetting collections:

Earned:

Collected 71 65

Change in unfilled customer orders:

Advance received (4)
Without advance from Federal sources 3 6

Transfers from trust funds 3,758 2,645
SUBTOTAL 3,832 2,712
Recoveries of prior year obligations 9,447 7,228
Temporarily not available pursuant to Public Law (3,921) (5,571
Permanently not available (55) (6,589)
TOTAL BUDGETARY RESOURCES $608,579 $547,279
Status of Budgetary Resources:

Obligations incurred: (Note 15)

Direct $597,329 $546,692
Reimbursable 74 76
SUBTOTAL 597,403 546,768
Unobligated balance:

Apportioned 10,356 307
Unobligated balance not available 820 204
TOTAL STATUS OF BUDGETARY RESOURCES $608,579 $547,279
Relationship of Obligations to Outlays:

Obligated balance, net, beginning of period $51,286 $46,137
Obligated balance, net, end of period:

Accounts receivable (1,691) (1,185)

Unfilled customer orders from Federal sources (8) (6)

Undelivered orders 10,455 11,842

Accounts payable 41,568 40,635
Outlays:

Disbursements 588,409 534,343

Collections (3,323) (2,664)
SUBTOTAL 585,086 531,679
LESS: OFFSETTING RECEIPTS 136,625 118,299
NET OUTLAYS $448,461 $413,380

The accompanying notes are an integral part of these statements.
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CONSOLIDATED STATEMENT OF FINANCING

For the Years Ended September 30, 2004 and 2003

(in millions) RESTATED
FY 2004 FY 2003
Consolidated Consolidated
Totals Totals
RESOURCES USED TO FINANCE ACTIVITIES:
Budgetary Resources Obligated:
Obligations incurred $597,403 $546,768
Less: Spending authority from offsetting collections and recoveries 13,279 9.940
Obligations net of offsetting collections and recoveries 584,124 536,828
Less: Offsetting receipts 136,625 118,299
NET OBLIGATIONS 447,499 418,529
Other Resources:
Transfers in/out without reimbursement 1)
Imputed financing from costs absorbed by others 33 33
NET OTHER RESOURCES USED TO FINANCE ACTIVITIES 32 33
TOTAL RESOURCES USED TO FINANCE ACTIVITIES $447,531 $418,562
RESOURCES USED TO FINANCE ITEMS NOT PART OF THE
NET COST OF OPERATIONS:
Change in budgetary resources obligated for goods,
services and benefits ordered but not yet provided $(1,364) $(689)
Resources that fund expenses recognized in prior periods 12,368 11,290
Resources that finance the acquisition of assets 112 8
Other resources or adjustments to net obligated resources
that do not affect net cost of operations 3,711 4,623
TOTAL RESOURCES USED TO FINANCE ITEMS
NOT PART OF THE NET COST OF OPERATIONS 14,827 15,232
TOTAL RESOURCES USED TO FINANCE THE NET COST OF OPERATIONS $432,704 $403,330
COMPONENTS OF THE NET COST OF OPERATIONS THAT WILL
NOT REQUIRE OR GENERATE RESOURCES IN THE CURRENT PERIOD:
Components Requiring or Generating Resources in Future Periods:
Accrued entitlement benefit costs $10,039 $8,987
Liability for unmatched SMI premiums (Note 5) 5,645 3,381
Increase in annual leave liability 1 1
Decrease in receivables from the public 2,473 1,289
Other (Note 7) 1,866 1
TOTAL COMPONENTS OF NET COST OF OPERATIONS THAT WILL
REQUIRE OR GENERATE RESOURCES IN FUTURE PERIODS 20,024 13,659
Components Not Requiring or Generating Resources:
Depreciation and amortization 5 4
Other (1,276) (795)
TOTAL COMPONENTS OF NET COST OF OPERATIONS THAT WILL NOT
REQUIRE OR GENERATE RESOURCES (1,271) (791)
TOTAL COMPONENTS OF NET COST OF OPERATIONS THAT WILL
NOT REQUIRE OR GENERATE RESOURCES IN THE CURRENT PERIOD 18,753 12,868
NET COST OF OPERATIONS $451,457 $416,198

The accompanying notes are an integral part of these statements.
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NOTE 1:

SUMMARY OF SIGNIFICANT
ACCOUNTING POLICIES

Reporting Entity

The CMS is a separate financial reporting entity of
HHS. The financial statements have been prepared
to report the financial position and results of
operations of CMS, as required by the Chief
Financial Officers Act of 1990. The statements were
prepared from CMS' accounting records in accor-
dance with accounting principles generally accepted
in the United States (GAAP) and the form and
content specified by the Office of Management and
Budget (OMB) in OMB Bulletin 01-09.

The financial statements cover all the
programs administered by CMS. The programs
administered by CMS are shown in two
categories, Medicare and Health. The Medicare
programs include:

Medicare Hospital Insurance (HI)
Trust Fund

Medicare contractors are paid by CMS to process
Medicare claims for hospital inpatient services,
hospice, and certain skilled nursing and home
health services. Benefit payments made by the
Medicare contractors for these services, as well as
administrative costs, are charged to the HI trust
fund. The CMS payments to managed care plans
are also charged to this fund. The financial state-
ments include HI trust fund activities administered
by the Department of the Treasury (Treasury).
This trust fund has permanent indefinite authority.

Medicare Supplementary Medical
Insurance (SMI) Trust Fund

Medicare contractors are paid by CMS to process
Medicare claims for physicians, medical suppliers,
hospital outpatient services and rehabilitation,
end stage renal disease (ESRD), rural health
clinics, and certain skilled nursing and home
health services. Benefit payments made by the
Medicare contractors for these services, as well as
administrative costs, are charged to the SMI trust
fund. The CMS payments to managed care plans
are also charged to this fund. The financial
statements include SMI trust fund activities
administered by Treasury. This trust fund has
permanent indefinite authority.
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Medicare Prescription Drug Discount
Card and Transitional Assistance

The Medicare Prescription Drug Discount Card and
Transitional Assistance Program was enacted into
law in December 2003 as part of the Medicare
Modernization Act of 2003. The Drug Discount
Card program enables Medicare beneficiaries to
obtain discounts of 10 to 25 percent on prescription
drugs. Medicare will also provide a $600 credit for
the purchase of prescription drugs in 2004 and up
to an additional $600 credit in 2005 to people with
incomes that are not more than 135 percent of the
poverty line ($12,569 for single individuals or
$16,862 for married individuals in 2004—these
income levels will vary slightly for subsequent
years) if they do not have certain other drug cover-
age. This program is not intended to be a prescrip-
tion drug benefit, but rather a measure to help
people until the drug benefit is implemented on
January 1, 2006.

Medicare Integrity Program (MIP)

The Health Insurance Portability and
Accountability Act, Public Law 104-191,
established the MIP and codified the program
integrity activities previously known as “payment
safeguards.” This account is also called the Health
Care Fraud and Abuse Control (HCFAC) Program,
or simply “Fraud and Abuse.” The CMS contracts
with eligible entities to perform such activities as
medical and utilization reviews, fraud reviews,
cost report audits, and the education of providers
and beneficiaries with respect to payment
integrity and benefit quality assurance issues.

The MIP is funded by the HI trust fund.

Payments to the Health Gare Trust
Funds Appropriation

The Social Security Act provides for payments to
the HI and SMI trust funds for SMI (appropriated
funds to provide for Federal matching of SMI
premium collections) and HI (for the Uninsured
and Federal Uninsured Payments). In addition,
funds are provided by this appropriation to cover
the Medicaid program's share of CMS’ admin-
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istrative costs. To prevent duplicative reporting, the
Fund Balance, Unexpended Appropriation,
Financing Sources and Expenditure Transfers of this
appropriation are reported only in the Medicare HI
and SMI columns of the financial statements.

Permanent Appropriations

A transfer of general funds to the HI trust fund in
amounts equal to Self-Employment Contribution
Act (SECA) tax credits and the increase to the tax
payment from Old Age Survivors and Disability
Insurance (OASDI) beneficiaries is made through
75X0513 and 75X0585, respectively. The Social
Security Amendments of 1983 provided credits
against the HI taxes imposed by the SECA on the
self-employed for calendar years 1984 through
1989. The amounts reported in FY 2004 are
adjustments for late or amended tax returns. The
Social Security Amendments of 1994, provided for
additional tax payments from Social Security and
Tier 1 Railroad Retirement beneficiaries.

The Health programs include:

Medicaid

Medicaid, the health care program for low-income
Americans, is administered by CMS in partnership
with the States. Grant awards limit the funds that
can be drawn by the States to cover current
expenses. The grant awards, prepared at the
beginning of each quarter and amended as
necessary, are an estimate of the CMS share of
States' Medicaid costs. At the end of each quarter,
States report their expenses (net of recoveries) for
the quarter, and subsequent grant awards are
issued by CMS for the difference between
approved expenses reported for the period and
the grant awards previously issued.

The State Children’s Health Insurance
Program (SCHIP)

SCHIP, included in the Balanced Budget Act of
1997 (BBA), was designed to provide health
insurance for children, many of whom come
from working families with incomes too high to
qualify for Medicaid, but too low to afford
private health insurance. The BBA set aside
funds for ten years to provide this new insurance
coverage. The grant awards, prepared at the
beginning of each quarter and amended as
necessary, are based on a State approved plan to
fund SCHIP. At the end of each quarter, States
report their expenses (net of recoveries) for the
quarter, and subsequent grant awards are issued
by CMS for the difference between approved
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expenses reported for the period and the grant
awards previously issued.

The Ticket to Work and Work
Incentives Improvement Program

The Ticket to Work and Work Incentives
Improvement Act of 1999, Public Law 106-170,
established two grant programs. The Act
provides funding for Medicaid infrastructure
grants to support the design, establishment and
operation of State infrastructures to helpworking
people with disabilities purchase health coverage
through Medicaid. The Act also provides funding
for States to establish Demonstrations to Maintain
Independence and Employment, which provide
Medicaid benefits and services to working
individuals who have a condition that, without
medical assistance, will result in disability.

Program Management User Fees:
Medicare Advantage, Clinical
Laboratory Improvement Program,
and Other User Fees

This account operates as a revolving fund without
fiscal year restriction. The BBA established the
Medicare+ Choice program, now known as the
Medicare Advantage program under the MMA,
that requires managed care plans to make pay-
ments for their share of the estimated costs relat
ed to enrollment, dissemination of information,
and certain counseling and assistance programs.
These user fees are devoted to educational efforts
for beneficiaries and outreach partners. The
Clinical Laboratory Improvement Amendments of
1988 (CLIA) marked the first comprehensive
effort by the Federal government to regulate med-
ical laboratory testing. The CMS and the Public
Health Service share responsibility for the CLIA
program, with CMS having the lead responsibility
for financial management. Fees for registration,
certificates, and compliance determination of all
U.S. clinical laboratories are collected to finance
the program. Other user fees are charged for
certification of some nursing facilities and for sale
of the data on nursing facilities surveys. Proceeds
from the sale of data from the public use files and
publications under the Freedom of Information
Act (FOIA) are also credited to this fund.

Program Management Appropriation

The Program Management Appropriation
provides CMS with the major source of
administrative funds to manage the Medicare
and Medicaid programs. The funds for this
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activity are provided from the HI and SMI trust
funds, the general fund, and reimbursable
activities. The Payments to the Health Care Trust
Funds Appropriation reimburses the Medicare HI
trust fund to cover the Health programs’ share of
CMS administrative costs (see Note 13). User
fees collected from managed care plans seeking
Federal qualification and funds received from
other federal agencies to reimburse CMS for
services performed for them are credited to the
Program Management Appropriation.

The cost related to the Program Management
Appropriation is allocated among all programs
based on the CMS cost allocation system. It is
reported in the Medicare and Health columns of
the Consolidating Statement of Net Cost in the
Supplementary Information section.

Basis of Presentation

The financial statements have been prepared to
report the financial position and results of
operations of CMS, pursuant to the requirements
of 31 U.S.C. 3515(b), the Chief Financial Officers
Act of 1990 (P.L. 101-576), as amended by the
Government Management Reform Act of 1994.

These financial statements have been
prepared from the CMS general ledger in
accordance with GAAP and the formats
prescribed by the OMB Bulletin 01-09. Some
amounts shown will differ from those in other
financial documents, such as the Budget of the
U.S. Government and the annual report of the
Boards of Trustees for HI and SMI, which are
presented on a cash basis.

Basis of Accounting

The CMS uses the Government's Standard
General Ledger account structure and follows
accounting policies and guidelines issued by HHS.
The financial statements are prepared on an
accrual basis. Individual accounting transactions
are recorded using both the accrual basis and
cash basis of accounting. Under the accrual
method, expenses are recognized when resources
are consumed, without regard to the payment of
cash. Under the cash method, expenses are
recognized when cash is outlayed. The CMS
follows standard budgetary accounting principles
that facilitate compliance with legal constraints
and controls over the use of Federd funds.

The CMS uses the cash basis of accounting
in the Medicare program to record benefit
payments disbursed during the fiscal year,
supplemented by the accrual method to estimate
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the value of benefit payments incurred but not
yet paid as of the fiscal year end. Revenues are
also recognized both when earned (without
regard to receipt of cash) and, in the case of HI
and SMI premiums, when collected. Employment
taxes earmarked for the Medicare program are
recorded on a cash basis.

The CMS uses the cash basis of accounting in
the Medicaid and SCHIP programs to record funds
paid to the States during the fiscal year, supple-
mented by the accrual method to estimate the
value of expenses (net of recoveries) not yet
reported to CMS as of the end of the fiscal year.

Balance Sheet

The Balance Sheet presents amounts of future
economic benefits owned or managed by CMS
(assets), amounts owed (liabilities), and amounts
which comprise the difference (net position). The
major components are described below.

Assets

Fund Balances are funds with Treasury that are
primarily available to pay current liabilities.
Cash receipts and disbursements are processed
by Treasury. The CMS also maintains lockboxes
at commercial banks for the deposit of SMI
premiums from States and third parties and for
collections from HMO plans.

Trust Fund Investments are investments (plus
the accrued interest on investments) held by
Treasury. Sections 1817 for HI and 1841 for SMI
of the Social Security Act require that trust fund
investments not necessary to meet current
expenditures be invested in interest-bearing
obligations of the United States or in obligations
guaranteed as to both principal and interest by
the United States. These investments are carried
at face value as determined by Treasury. Interest
income is compounded semiannually (June and
December) and was adjusted to include an
accrual for interest earned from July 1 to
September 30.

Accounts Receivable, Net consist of amounts
owed to CMS by other Federal agencies and the
public. Amounts due are presented net of an
allowance for uncollectible accounts.

Medicare Secondary Payer (MSP)
Accounts Receivable (A/R) consists of
amounts owed to Medicare by insurance
companies, employers, beneficiaries, and/or
providers for payments made by Medicare
that should have been paid by the primary
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payer. Receipts are transferred to the HI or
SMI trust fund upon collection. Amounts
due are presented net of an allowance for
uncollectible accounts. The allowance for
uncollectible accounts is based on past
collection experience and an analysis of the
outstanding balances.

Medicare Non-MSP A/R consists of
amounts owed to Medicare by medical
providers and others because Medicare
made payments that were not due, for
example, excess payments that were
determined to have been made once
provider cost reports were audited. Non-
MSP A/R represent entity receivables and,
once collected, are transferred to the HI or
SMI trust fund. Amounts due are presented
net of an allowance for uncollectible
accounts. The allowance for uncollectible
accounts is based on past collection
experience and an analysis of the
outstanding balances.

Cash and Other Monetary Assets are the total
amount of time account balances at the
Medicare contractor commercial banks. The
Checks Paid Letter-of-Credit method is used for
reimbursing Medicare contractors for the
payment of covered Medicare services. Medicare
contractors issue checks against a Medicare
Benefits account maintained at commercial
banks. In order to compensate commercial banks
for handling the Medicare Benefits accounts,
Medicare funds are deposited into non-interest-
bearing time accounts. The earnings allowances
on the time accounts are used to reimburse the
commercial banks.

Property, Plant and Equipment (PP&E) are
recorded at full cost of purchase, including all
costs incurred to bring the PP&E to a form and
location suitable for its intended use, net of
accumulated depreciation. All PP&E with an
initial acquisition cost of $25,000 or more and an
estimated useful life of 2 years or greater is
capitalized. The PP&E is depreciated on a
straght-line basis over the estimated useful life of
the asset. Normal maintenance and repair costs
are expensed as incurred.

In FY 2001 the CMS began the Healthcare
Integrated General Ledger Accounting System
(HIGLAS) project to replace the Medicare contra c-
tors” and CMS’ current accounting systems with a
single, unified system. HIGLAS will eventually
replace the different systems now in use by
contractors that process and pay claims, in
addition to CMS’ current mainframe-based
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administrative accounting financial system. Costs
incurred during the preliminary design phase from
FYs 2001 through February 2003 were charged to
expense. In March 2003, the project moved to the
software development phase, and in accordance
with the Federal Accounting Standards Advisory
Board (FASAB) Statement of Federal Financial
Accounting Standards (SFFAS) No. 10, costs
incurred after that date are capitalized until the
project moves into the operational phase.

Liabilities

Liabilities represent amounts owed by CMS. In
accordance with Public Law and existing Federal
accounting standards, no liability is recorded for
any future payment to be made on behalf of
current workers contributing to the Medicare HI
trust fund.

Liabilities covered by available budgetary
resources include (1) new budget authority,
(2) spending authority from offsetting
collections, (3) recoveries of unexpired budget
authority, (4) unobligated balances of budgetary
resources at the beginning of the year, and
(5) permanent indefinite appropriation or
borrowing authority.

Liabilities not covered by budgetary resources
are incurred when funding has not yet been made
available through Congressional appropriations or
current earnings. The CMS recognizes such
liabilities for employee annual leave earned but
not taken, amounts billed by the Department of
Labor for Federal Employee’s Compensation Act
(FECA) payments, and for portions of the
Entitlement Benefits Due and Payable liability for
which no obligations have been incurred. For
CMS revolving funds, all liabilities are funded as
t h ey occur.

Accounts Payable consists of amounts due for
goods and services received, progress in contract
performance, interest due on accounts payable,
and other miscellaneous payables.

Federal Employee and Veterans’ Benefits
consist of the actuarially-determined estimate of
future benefits earned by Federal employees and
Veterans, but not yet due and payable. These
costs include pensions, other retirenent benefits,
and other postemployment benefits. These
benefits programs are normally administered by
the Office of Personnel Management (OPM) and
not by CMS.

Entitlement Benefits Due and Payable
represents the liability for Medicare and
Medicaid medical services incurred but not paid
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as of September 30. The Medicare liability is
developed by the Office of the Actuary (OACT)
and includes (a) an estimate of claims incurred
that may or may not have been submitted to the
Medicare contractors but were not yet approved
for payment, (b) actual claims that have been
approved for payment by the Medicare contrac-
tors for which checks have not yet been issued,
(c) checks that have been issued by the
Medicare contractors in payment of a claim and
that have not yet been cashed by payees, (d)
periodic interim payments for services rendered
in FY 2004 but paid in FY 2005, and (e) an
estimate of retroactive settlements of cost reports
submitted to the Medicare contractors by health
care providers.

The Medicaid estimate represents the net of
unreported expenses incurred by the States less
amounts owed to the States for overpayment of
Medicaid funds to providers, anticipated rebates
from drug manufacturers, and settlements of
probate and fraud and abuse cases. The FY 2004
estimate was developed based on historical
relationships between prior Medicaid net
payables and current Medicaid activity.

Accrued Payroll and Benefits consist of
Federal Employee’s Compensation Act (FECA)
payments due to the Department of Labor and
the estimated liability for salaries, wages, funded
annual leave and sick leave that has been earned
but is unpaid.

Other Liabilities are the retirement plans
utilized by CMS employees; the Civil Service
Retirement System (CSRS) or the Federal
Employees Retirement System (FERS). Under
CSRS, CMS makes matching contributions equal
to 7 percent of pay. The CMS does not report
CSRS assets, accumulated plan benefits, or
unfunded liabilities, if any, applicable to its
employe es. Reporting such amounts is the
responsibility of OPM.

Most employees hired after December 31,
1983 are automatically covered by FERS. A
primary feature of FERS is that it offers a savings
plan to which CMS is required to contribute
1 percent of pay and to match employee
contributions up to an additional 4 percent of
pay. For employees covered by FERS, CMS also
contributes the employer’s matching share of
Social Security taxes.
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Net Position
Net Position contains the following components:

Unexpended Appropriations include the
portion of CMS’ appropriations
represented by undelivered orders and
unobligated balances.

Cumaulative Results of Operations
represent the net results of operations since
the inception of the program plus the
cumulative amount of prior period
adjustments.

Statement of Net Cost

The Statement of Net Cost shows only a single
dollar amount: the actual net cost of CMS'
operations for the period by program. Under the
Government Performance and Results Act
(GPRA), CMS is required to identify the mission
of the agency and develop a strategic plan and
performance measures to show that desired
outcomes are being met. The three major
programs that CMS administers are: Medicare,
Medicaid, and SCHIP. The bulk of CMS’
expenses are allocated to these programs. The
MIP is included in Medicare. The costs related to
the Program Management Appropriation are
cost-allocated to all three major components.
The net cost of operations of the CLIA program
and other programs are shown separately under
“Other Activities.” Although the following terms
do not appear in the Statement of Net Cost, they
are an integral part in the calculation of a
program’s net cost of operations:

Program/Activity Costs represent the gross
costs or expenses incurred by CMS for all
activities.

Benefit Payments are payments by
Medicare contractors, CMS, and Medicaid
State agencies to health care providers for
their services.

Administrative Expenses represent the costs
of doing business by CMS and its partners.

Exchange Revenues (or earned revenues) arise
when a Government entity provides goods and
services to the public or to another Government
entity for a fee.

Premiums Collected are used to finance
SMI benefits and administrative expenses.
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Monthly premiums paid by Medicare
beneficiaries are matched by the Federal
government through the general fund
appropriation, Payments to the Health Care
Trust Funds. Section 1844 of the Social
Security Act authorizes appropriated funds
to match SMI premiums collected, and
outlines the ratio for the match as well as
the method to make the trust funds whole if
insufficient funds are available in the
appropriation to match all premiums
received in the fiscal year.

Net Cost of Operations is the difference
between the program’s gross costs and its related
exchange revenues.

Statement of Changes in Net Position

The Statement of Changes in Net Position
(SCNP) reports the change in net position during
the fiscal year that occurred in the two compo-
nents of net position: Cumulative Results of
Operations and Unexpended Appropriations. The
SCNP comprises the following major line items:

Prior Period Adjustments are either corrections
of errors or changes in accounting principles
with retroactive effect that increase or decrease
net position.

Budgetary Financing Sources display financing
sources and nonexchange revenue that are also
budgetary resources, as reported on the
Statement of Budgetary Resources.

Appropriations Received show the amounts of
appropriations received in the current fiscal year.

Budgetary Financing Sources (Other than
Exchange Revenues) arise primarily from
exercise of the Government's power to demand
payments from the public (e.g., taxes, duties,
fines, and penalties). These include appropriations
used, transfers of assets from other Government
entities, donations, and imputed financing.

Appropriations Used and Federal Matching
Contributions are described in the Medicare
Premiums section above. For financial statement
purposes, appropriations used are recognized as
a financing source as expenses are incurred. A
transfer of general funds to the HI trust fund in
an amount equal to SECA tax credits is made
through the Payments to the Health Care Trust
Funds Appropriation. The Social Security
Amendments of 1983 provided credits against
the HI taxes imposed by the SECA on the self-
employed for calendar years 1984 through 1989.
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Employment Tax Revenue is the primary
source of financing for Medicare’s HI program.
Medicare’s portion of payroll and self-employ-
ment taxes is collected under FICA and SECA.
Employees and employers were both required to
contribute 1.45 percent of earnings, with no
limitation, to the HI trust fund. Self-employed
individuals contributed the full 2.9 percent of
their net income.

Transfers-in/Transfers-out report the transfers
of funds between CMS programs or between
CMS and other Federal agencies. Examples
include transfers made from CMS’ Payment to
the Health Care Trust Fund appropriation to the
HI and SMI trust funds and the transfers
between the HI and SMI trust funds and CMS’
Program Management appropriation.

Statement of Budgetary Resources

The Statement of Budgetary Resources provides
information about the availability of budgetary
resources as well as their status at the end of the
year. Budgetary Statements were developed for
each of the budgetary accounts. In this state-
ment, the Program Management and the
Program Management User Fee accounts are
combined and are not allocated back to the
other programs. Also, there are no intra-CMS
eliminations in this statement.

Unobligated Balances—beginning of period
represent funds available. These funds are
primarily HI and SMI trust fund balances
invested by the Treasury.

Budget Authority represents the funds available
through appropriations, direct spending
authority, obligations limitations, unobligated
balances at the beginning of the period or
transferred in during the period, spending
authority from offsetting collections, and any
adjustments to budgetary authority.

Obligations Incurred consist of expended
authority and the change in undelivered orders.
Current system limitations prevent CMS from
reporting the recoveries of prior year obligations.
OMB has exempted CMS from the Circular

No. A-11 requirement to report the recoveries of
prior year obligations separately on the SF-133.
Therefore, recoveries of prior year obligations
have not been reported separately within the
financial statements.
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Adjustments are increases or (decreases) to
budgetary resources. Increases include recoveries
of prior year obligations; decreases include
budgetary resources temporarily not available,
rescissions, and cancellations of expired and no-
year accounts.

Statement of Financing

The Statement of Financing is a reconciliation of
the preceding statements. Accrual-based measures
used in the Statement of Net Cost differ from the
obligation-based measures used in the Statement of
Budgetary Resources, especially in the treatment of
liabilities. A liability not covered by budgetary
resources may not be recorded as a funded liability
in the budgetary accounts of CMS’ general ledger,
which supports the Report on Budget Execution
(SF-133) and the Statement of Budgetary Resources.
Therefore, these liabilities are recorded as
contingent liabilities on the general ledger. Based
on appropriation language, they are considered
“funded” liabilities for purposes of the Balance
Sheet, Statement of Net Cost and Statement of
Changes in Net Position. A reconciling item has
been entered on the Statement of Financing, which
has been prepared on a consolidated basis, except
for the budgetary information used to calculate net
obligations (budgetary resources), which must be
presented on a combined basis.

Use of Estimates in Preparing
Financial Statements

Preparation of financial statements in accordance
with Federal accounting standards requires CMS
to make estimates and assumptions that affect
the reported amounts of assets and liabilities and
disclosure of contingent assets and liabilities at
the date of the financial statements and the
reported amounts of revenues and expenses
during the reporting period. Actual results may
differ from those estimates.

Intra-Governmental Relationships and
Transactions

In the course of its operations, CMS has
relationships and financial transactions with
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numerous Federal agencies. For example, CMS
interacts with the Social Security Administration
(SSA) and Treasury. The SSA determines
eligibility for Medicare programs, and also
allocates a portion of Social Security benefit
payments to the Medicare Part B trust fund for
Social Security beneficiaries who elect to enroll
in the Medicare Part B program. The Treasury
receives the cumulative excess of Medicare
receipts and other financing sources, and issues
interest-bearing securities in exchange for the
use of those monies.

Health Maintenance Organization
(HMO) Loan and Loan Guarantee Fund

The HMO Loan and Loan Guarantee Fund has
been closed out in FY 2004.

Reclassifications

Certain FY 20 03 balances have been reclassified
to conform to FY 2004 financial statement
presentations, the effect of which is immaterial.

Restatements

Certain FY 20 03 balances have been restated to
comply with provisions in OMB circular A-11
(see Note 15).

Estimation of Obligations Related to
Canceled Appropriations

As of September 30, 2004, CMS has canceled
over $137 million in cumulative obligations to
FY 1998 and prior years in accordance with the
National Defense Authorization Act of Fiscal
Year 1991 (P.L. 101-150). Based on the payments
made in FYs 2000 through 2004 related to
canceled appropriations, CMS anticipates an
additional $1 million will be paid from current
year funds for canceled obligations.
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(Dollars in Millions)

FY 2004 Consolidated
Totals
FUND BALANCES:
Trust Funds
HI Trust Fund Balance $600
SMI Trust Fund Balance 1,943
Revolving Funds
CLIA 122
Appropriated Funds
Medicaid 15,245
SCHIP 8,323
TWI 328
Other Fund Types
CMS Suspense Account 6
Program Management Reimbursables 3
TOTAL FUND BALANCES $26,570
STATUS OF FUND BALANCES WITH TREASURY:
Unobligated Balance
Available $10,356
Unavailable (34,113)
Obligated Balance not yet Disbursed 50,327
TOTAL STATUS OF FUND BALANCES WITH TREASURY $26,570
Original Restated
FY 2003 Consolidated Amount  Consolidated
Totals Restated Totals
FUND BALANCES:
Trust Funds
HI Trust Fund Balance $(206) $(206)
SMI Trust Fund Balance (178) (178)
Revolving Funds
HMO Loan 10 10
CLIA 116 116
Appropriated Funds
Medicaid 8,788 8,788
SCHIP 9,754 9,754
TWI 234 234
Other Fund Types
CMS Suspense Account 5 5
Program Management Reimbursables 13 13
TOTAL FUND BALANCES $18,536 $18,536
STATUS OF FUND BALANCES WITH TREASURY:
Unobligated Balance
Available $307 $307
Unavailable (2,702) $(30,339) (33,041)
Obligated Balance not yet Disbursed 20,931 30,339 51,270
TOTAL STATUS OF FUND BALANCES WITH TREASURY $18,536 $18,536

Fund Balances are funds with Treasury that are primarily available to pay current expenditures and liabilities.
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(Dollars in Millions)
|

Medicare Investments

FY 2004 Maturity Interest
Range Range Value
HI
Bonds June 2005 to June 2019 312-8 34 264,375
Accrued Interest 3,705
TOTAL HI INVESTMENTS $268,080
SMI
Bonds June 2006 to June 2016 45/3-7% 17,439
Accrued Interest 273
TOTAL SMI INVESTMENTS $17,712
TOTAL MEDICARE INVESTMENTS $285,792
FY 2003 Maturity Interest
Range Range Value
HI
Certificate June 2004 412% $2,948
Bonds June 2004 to June 2018 312-8 34% 248,375
Accrued Interest 3,657
TOTAL HI INVESTMENTS $254,980
SMI
Bonds June 2008 to June 2016 S514-7 14% $24,921
Accrued Interest 399
TOTAL SMI INVESTMENTS $25,320
TOTAL MEDICARE INVESTMENTS $280,300

Trust Fund Investments are investments (plus the accrued interest on investments) held by Treasury. Sections 1817
for HI and 1841 for SMI of the Social Security Act require that trust fund investments not necessary to meet current
expenditures be invested in interest-bearing obligations of the United States or in obligations guaranteed as to both
principal and interest by the United States. These investments are carried at face value as determined by Treasury.
Interest income is compounded semiannually (June and December) and was adjusted to include an accrual for

interest earned from July 1 to September 30.
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NOTE 4:

INTRAGOVERNMENTAL ACCOUNTS
RECE“’ABLE, NET (Dollars in Millions)

FY 2004
Medicare All  Combined IntraCMS Consolidated
HI SMI Medicaid SCHIP Others Total Eliminations Total
Expenditure Transfer-in $497 $6,710 $125 $3 $1 $7,336 $(7,336)
Nonexpenditure Transfer-in 15,269 18,085 33,354 (33,354)
Railroad Retirement Principal 421 421 $421
TOTAL INTRAGOVERNMENTAL
ACCOUNTS RECEIVABLE, NET $16,187$24,795 $125 $3 $1 $41,111 $(40,690) $421
FY 2003 Restated
Medicare All  Combined IntraCMS Consolidated
HI SMI Medicaid SCHIP Others Total Eliminations Total
Expenditure Transfer-in $355 $4,102 $88 $3 $19 $4,567 $(4,567)
Nonexpenditure Transfer-in 16,142 15,638 31,780 (31,780)
Railroad Retirement Principal 406 406 $406
Military Service Contribution 147 147 147
Interest on OASDI FY 2001
Warrant 147 147 147
TOTAL INTRAGOVERNMENTAL
ACCOUNTS RECEIVABLE, NET  $17,197 $19,740 $88 $3 $19 $37,047  $(36,347) $700

Intragovernmental accounts receivdle re present CMS claims for payment from other Federd agencies. CMS
accounts receivdle for transfersfrom the HI and SMI trust funds maintained by the Treasury Bureau of Public Debt
(BPD) are eliminated against BPD’s corresponding liabilities to CMS in the Consolidated Balance Sheet.

FY 2003 nonexpenditure transfers-in from BPD to CMS’ HI and SMI have been restated to include benefit expenses
incurred but not reported liabilities (IBNR) as of September 30, 2003, which were not obligated or reported in FY 2003.

NOTE 5:

ANTICIPATED
CONGRESSIONAL APPROPRIATION

The CMS has recorded $9,248 million in IBNR amount to be reported as a funded liability.
anticipated Congressional appropriations Consequently, CMS has recorded a $3,603 million
($11,830 in FY 2003) to cover liabilities incurred anticipated appropriation in FY 2004 ($8,449 in
as of September 30 by the Medicaid program and FY 2003) for IBNR claims that exceed the

the Payments to the Health Care Trust Funds, as available appropriation.
discussed below:

L Payments to the Health Care Trust Funds
Medicaid

The SMI program is financed primarily by the

Beginning in FY 1996, CMS has accrued an general fund appropriation, Payments to the
expense and liability for Medicaid claims incurred Health Care Trust Funds, and by monthly premi
but not reported (IBNR) as of September 30. In FY ~ ums paid by beneficiaries. Section 1844 of the
2004, the IBNR expense exceeded the available Social Security Act authorizes funds to be appro-
unexpended Medicaid appropriations in the priated from the general fund to match premiums
amount of $3,603 million ($8,449 in FY 2003). A payable and deposited in the Trust Fund. Section
rev i ew of appropriation language by CMS’ Office 1844 also outlines the ratio for the match and the
of General Counsel (OGC) has resulted in a method to make the trust funds whole if insuffi-
determination that the Medicaid appropriation’s cient funds are available in the appropriation to
indefinite authority provision allows for the entire match all SMI premiums received in the fiscal year.

44



CMS PRINCIPAL STATEMENTS AND NOTES FY 2004

The appropriated amount is an estimate calculated
annually by CMS’ OACT and can be insufficient in
any particular fiscal year. In FY 2004, the estimate
was insufficient and the matching ceased prior to
the close of the fiscal year. At September 30
approximately $5,573 million should have been
matched to premiums paid by beneficiaries. OACT
calculated an additional $72.1 million in interest on
the unmatched amount, leaving a cumulative
liability of $5,645 million owed to SMI. When this
occurs, Section 1844 allows for a reimbursement to
be made to the SMI Trust Fund from the Payments

(Dollars in Millions)

to the Health Care Trust Funds appropriation
enacted for the following year. Consequently, CMS
has recorded a $5,645 million anticipated appropri
ation in FY 2004 for the amount of the unmatched
SMI premiums. Although the actual transfer of
funds will occur in FY 2005, CMS has reported the
$5,645 million as revenues earned in FY 2004.

In addition, the $5,645 million in unmatched
SMI premiums is reported as a liability “requiring
or generating resources in future periods” on the
Consolidated Statement of Financing.

FY 2004 Medicare Lo All  Consolidated
I Medicaid Others Total
Provider & Beneficiary Overpayment
Accounts Receivable Principal $595 $721 $55 $1,371
Less: Allowance for Uncollectible Accounts 224 394) 36 654
Accounts Receivable, Net 371 327 19 717
Medicare Secondary Payer (MSP)
Accounts Receivable Principal 154 89 12 255
Less: Allowance for Uncollectible Accounts 78 49 (8) 135
Accounts Receivable, Net 76 40 4 120
CMPs & Other Restitutions
Accounts Receivable Principal 125 287 1 413
Less: Allowance for Uncollectible Accounts 119 278) a 398
Accounts Receivable, Net 6 9 15
Fraud and Abuse
Accounts Receivable Principal 116 21 327
Less: Allowance for Uncollectible Accounts 115 207 322)
Accounts Receivable, Net 1 4 5
Managed Care
Accounts Receivable Principal 2 7 3 12
Less: Allowance for Uncollectible Accounts 2) (4) 3) 9
Accounts Receivable, Net 3 3
Medicare Premiums
Accounts Receivable Principal 160 430 590
Less: Allowance for Uncollectible Accounts 43 40 83
Accounts Receivable, Net 117 390 507
Audit Disallowances
Accounts Receivable Principal 4 8 $1,141 1,153
Less: Allowance for Uncollectible Accounts a (2) 617 620
Accounts Receivable, Net 3 6 524 533
Other Accounts Receivable
Accounts Receivable Principal 90 21 111
Less: Allowance for Uncollectible Accounts 88 18 106
Accounts Receivable, Net 2 3 5
TOTAL ACCOUNTS RECEIVABLE PRINCIPAL $1,156 $1,753 $1,231 $92 $4,232
Less: Allowance for Uncollectible Accounts Receivable (582) (974) (705) (66) (2,327)
TOTAL ACCOUNTS REGEIVABLEI NET $574 $779 $526 $26 $1,905
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FY 2003 Medicare Lo All  Consolidated
HI SMI Medicaid Others Total
Provider & Beneficiary Overpayment
Accounts Receivable Principal $2,663 $1,299 $462 $4,424
Less: Allowance for Uncollectible Accounts Receivable (1,524 907 439) 2,870
Accounts Receivable, Net 1,139 392 23 1,554
Medicare Secondary Payer (MSP)
Accounts Receivable Principal 103 58 30 191
Less: Allowance for Uncollectible Accounts Receivable 56 34 27 117)
Accounts Receivable, Net 47 24 3 74
CMPs & Other Restitutions
Accounts Receivable Principal 129 319 1 449
Less: Allowance for Uncollectible Accounts Receivable 123) 294) [a8} 418)
Accounts Receivable, Net 6 25 31
Fraud and Abuse
Accounts Receivable Principal 116 139 255
Less: Allowance for Uncollectible Accounts Receivable 114 137) 251
Accounts Receivable, Net 2 2 4
Managed Care
Accounts Receivable Principal 2 4 2 8
Less: Allowance for Uncollectible Accounts Receivable [a8} 3) 4)
Accounts Receivable, Net 1 1 2 4
Medicare Premiums
Accounts Receivable Principal 144 338 482
Less: Allowance for Uncollectible Accounts Receivable 40 37 77
Accounts Receivable, Net 104 301 405
Audit Disallowances
Accounts Receivable Principal 4 8 $1,123 1,135
Less: Allowance for Uncollectible Accounts Receivable o (2) 593) 596)
Accounts Receivable, Net 3 6 530 539
Other Accounts Receivable
Accounts Receivable Principal 53 20 73
Less: Allowance for Uncollectible Accounts Receivable 44 20 64
Accounts Receivable, Net 9 9
TOTAL ACCOUNTS RECEIVABLE PRINCIPAL $3,161 $2,165 $1,176 $515 $7,017
Less: Allowance for Uncollectible Accounts Receivable  (1,859) (1,414) (637) (487) (4,397)
TOTAL ACCOUNTS REGEI\IABLEI NET $1,302 $751 $539 $28 $2,620
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Medicare accounts receivable are primarily
composed of provider and beneficiary overpay-
ments, and MSP overpayments. The MSP
receivables are composed of paid claims in
which Medicare should have been the secondary
rather than the primary payer. Claims that have
been identified to a primary payer are included
in the MSP receivable amount.

Currently Not Reportable/Currently
Not Collectible Debt

In FY 1999, CMS implemented a number of
policy changes in the reporting of delinquent
accounts receivable. Provisions within the Office
of Management and Budget (OMB) Circular
A-129, Managing Federal Credit Programs,
allow an agency to move certain uncollectible
delinquent debts into memorandum entries,
which removes the receivable from the financial
statements. The policy provides for certain debts
to be written off closed without any further
collection activity or reclassified as Currently
Not Reportable. (This is also referred to as
Currently Not Reportable/Collectible). This
category of debt will continue to be referred for
collection and litigation, but will not be reported
on the financial statements because of the
unlikelihood of collecting it. While these debts
are not reported on the financial statements, the
Currently Not Reportable/Collectible process
permits and requires the use of collection tools
of the Debt Collection Improvement Act of 1996.
This allows delinquent debt to be worked until
the end of its statutory collection life cycle.

In FY 2004, CMS continued the implementa-
tion of this policy and again performed analyses
of its accounts receivable. CMS also continued to
manage this debt by referring a significant
portion of debt to Treasury for offset and cross-
servicing in accordance with the Debt Collection
Improvement Act of 1996.

Recognition of MSP Accounts
Receivable

MSP accounts receivable are recorded on the
financial statements as of the date the MSP
recovery demand letter is issued. However, the
MSP accounts receivable ending balance reflects
an adjustment for expected reductions to group
health plan accounts receivable for situations
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w h e re CMS receives valid documented defenses
to its recovery demands.

Write Offs and Adjustments

The implementation of the revised policies and
other initiatives undertaken in recent fiscal
yearsresulted in significant adjustments and
write offs made to CMS’ accounts receivable
balance. CMS’ financial reporting reflected
additional adjustments, resulting from the
validation and reconciliation efforts performed,
revised policies and supplemental guidance
provided by CMS to the Medicare contractors.
The accounts receivable ending balance
continues to reflect adjustments for accounts
receivdle which have been reclassified as
Currently Not Reportable debt.

The allowance for uncollectible accounts
receivable derived this year has been calculated
from data based on the agency’s collection activity
and the age of the debt for the most current fiscal
year, while taking into consideration the average
uncollectible percentage for the past five years. The
Medicaid accounts receivable has been recorded at
a net realizable value based on an historic analysis
of actual recoveries and the rate of disallowances
found in favor of the States. Such disallowances
are not considered bad debts; the States elect to
retain the funds until final resolution.

Non-entity Assets

Assets are either “entity” (the reporting entity
holds and has authority to use the assets in its
operations) or “non-entity” (the reporting agency
holds but does not have authority to use in its
operations). Before FY 2000 CMS reported its
entity and non-entity assets in separate sections
of the balance sheet. Since FY 2000 CMS has
reported its entity and non-entity assets in a
single combined section.

The only non-entity assets on CMS’
Consolidating Balance Sheet are receivables for
interest and penalties, net for the amount of $22
million ($28 million in FY 2003). The accrued
interest associated with Provider and Beneficiary,
MSP and Managed Care overpayments appear
under All Others.
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(Dollars in Millions)
|

FY 2004 py Medicarg, Medicaid ot} Consolidated
Intragovernmental:
Uncollected Revenue due Treasury $64 $223 $22 $309
Other 13 20 $2 35
TOTAL OTHER INTRAGOVERNMENTAL
LIABILITIES $77 $243 $2 $22 $344
Deferred Revenue $54 $167 $221
Suspense Account Deposit Funds $10 10
Other 1,286 585 2 1,873
TOTAL OTHER LIABILITIES $1,340 $752 $12 $2,104
FY 2003 py Medicarg, Medicaid oth&} Consolidated
Intragovernmental:
Uncollected Revenue due Treasury $45 $112 $28 $185
Other 16 26 $3 3 48
TOTAL OTHER INTRAGOVERNMENTAL
LIABILITIES $61 $138 $3 $31 $233
Deferred Revenue $59 $188 $247
Suspense Account Deposit Funds $5 5
Other 3 1 4
TOTAL OTHER LIABILITIES $62 $188 $6 $256

The CMS routinely receives premium payments on behalf of select categories of beneficiaries from third parties. In some
instances, the payments received exceed the amount billed. As of the end of the accounting period, the excess collections
are reported as deferred revenue received that will be applied against the next month’s premium bill.

Included in other liabilities are estimated amounts for a contingent liability payable to States (to reimburse them for pay-
ments they have paid on behalf of beneficiaries) at an amount of approximately $1,867 million, for probable unasserted
claims that resulted from processing errors where incorrect Medicare eligibility determinations were made. No claims have
been filed. Because appropriation law requires Congress to authorize the transfer of funds out of the Medicare Trust Funds
into an appropriation account, the Medicare Trust Funds cannot reimburse the Health Program accounts in the general fund
of the Treasury absent Congressional authorization. The CMS does not intend to seek such Congressional authorization and
there will be no transactions recorded between the Trust Funds and the Health Programs’ accounts in the general fund.

Potential Liability In the opinion of management, the resolution of
these matters will not have a material impact on the

The CMS routinely processes and settles cost reports results of operations and financial condition of CMS.

and payment issues for institutional providers and

healthcare insurers. As part of this process, some Appeais at the Provider

providers/insurers have filed suits challenging the

amount of reimbursement to which they claim Reimbursement Review Board

entitlement. CMS cannot reasonably estimate the Other liabilities do not include all provider cost
probability of the providers successfully winning reports under appeal at the Provider Reimbursement
their suits or the exact amount of the potential loss to Review Board (PRRB). The monetary effect of those
the Medicare trust funds. appeals is generally not known until a decision is

rendered. As of September 30, 2003, there were 7,634
(8,938 in FY 2002) PRRB cases under appeal. A total
of 2,337 (1,622 in FY 2003) new cases were filed in
FY 2003. The PRRB rendered decisions on 46 (66 in
FY 2003) cases in FY 2004 and 4,345 (2,860 in FY

Additionally, the SSA routinely collects Medicare
Part B premiums from beneficiaries who receive Old
Age and Survivors and Disability Insurance (OASDI)
payments. Prior to December 2002, SSA did not have
procedures in place to recover Medicare premiums as " o .
death notifications were received. The Department of 2003) addmonal Cases were dlgnnssed, withdrawn or
Health and Human Services’ (HHS) Office of General gettled prior to an appeal hearing. The PRRB gets no
Counsel (OGC) advised CMS that it has no legal obli- information on the value of these cases that are set-
gation to repay the SSA. The OGC based its decision tled prior to a hearing, Sinf:e da‘ta is available for only
on the fact that SSA has no legally enforceable claim th? 41? cz;lges that were decided in FY 2004,f a r%ason-
against CMS because there is no statutory provision agle atf) }1lty Sessmnate cmpo}?{ezprOJected or the
that expressly requires CMS to reimburse the OASDI value of the 5,580 (7,634 in FY 2003) cases remain-

Trust Funds for prior amounts transferred to the SMI ing on appeal as of September 3(.)’ ‘?‘004' A.S cases are
Trust Fund. decided, the settlement value paid is considered in

the development of the actuarial liability estimate.
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(Dollars in Millions)

FY 2004 Medicare Consolidated
HI SMI Total Medicaid Total

Medicare Benefits Payable (1) $15,016 $14,778  $29,794 $29,794
Demonstration Projects and HMO Benefits 27 24 51 51
Transitional Assistance 30 30 30
Medicaid Benefits Payable (2) $18,900 18,900
Medicaid Audit/Program Disallowances (3) 454 454

TOTAL ENTITLEMENT BENEFITS DUE

AND PAYABLE $15,043 $14,832 $29,875 $19,354 $49,229
FY 2003 Medicare Consolidated
HI SMI Total Medicaid Total

Medicare Benefits Payable (1) $14,949 $15,289  $30,238 $30,238
Demonstration Projects and HMO Benefits 58 43 101 101
Medicaid Benefits Payable (2) $17,500 17,500
Medicaid Audit/Program Disallowances (3) 284 284

TOTAL ENTITLEMENT BENEFITS DUE
AND PAYABLE $15,007 $15,332  $30,339 $17,784 $48,123

N

e)

&)

Medicare benefits payable consists of a $29.8 billion estimate ($30.2 billion in FY 2003) by CMS’ Office of the
Actuary of Medicare services incurred but not paid, as of September 30, 2004. The liability re p resents (a) an estimate
of claims incurred that may or may not have been submitted to the Medicare contractors but were not yet approved
for payment, (b) actual claims that have been approved for payment by the Medicare contra ctors forwhich checks
have not yet been issued, (c) checks that have been issued by the Medicare confractors in payment of a claim and
that have not yet been cashed by payees, (d) periodic interim payments for 2004 that were paid in 2005 and (e) an
estimate of retroactive settlements of costreports.

Medicaid benefits payable of $18.9 billion ($17.5 billion in FY 2003) is an estimate of the net Federal share of
expenses that have been incurred by the States but not yet reported to CMS as of September 30, 2004.

Medicaid audit and program disallowances of $454 million ($284 million in FY 2003) are contingent liabilities that
have been established as a result of Medicaid audit and program disallowances that are currently being appealed by
the States. In all cases, the funds have been returned to CMS. The CMS will berequired to pay these amounts if the
appeals are decided in the favor of the States. In addition, certain amounts for payment have been deferred under the
Medicaid pro gram when there is a reasonable doubt as to the legitimacy of expenditure claimed by a State.

Note that a portion of the Medicaid Entitlement Benefits Due and Payable is not covered by budgetary resources. Refer to
Note 9 for the classification between the covered and not covered portions of this liability.
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(Dollars in Millions)
|

FY 2004 Medicare All Combined Intra-CMS Consolidated
HI SMI Medicaid Others Total Eliminations Total
Intragovernmental:

Accrued Payroll and Benefits $1 $2 $3 $3
Liability for Unmatched SMI Premiums 5,645 5,645 $(5,645)

TOTAL INTRAGOVERNMENTAL $1_$5,647 $5,648 $(5,645) $3
Entitlement Benefits Due and Payable $10,039 $10,039 $10,039
Federal Employee and Veterans” Benefits 3 6 1 10 10
Accrued Payroll and Benefits 10 20 1 31 31
Contingent Liabilities 1,283 604 1 1,888 1,888

TOTAL LIABILITIES NOT COVERED BY

BUDGETARY RESOURCES $1,297  $6,277 $10,042 $17,616 $(5,645) $11,971

TOTAL LIABILITIES COVERED BY

BUDGETARY RESOURCES $31,059 $35,027 $9,319 $34 $75,439 $(35,045) $40,394

TOTAL LIABILITIES $32,356 $41,304 $19,361 $34 $93,055 $(40,690) $52,365

FY 2003 Restated Medicare All Combined Intra-CMS Consolidated

HI SMI Medicaid Others Total Eliminations Total
Intragovernmental:

Accrued Payroll and Benefits $1 $2 $3 $3
Liability for Unmatched SMI Premiums 3,381 3,381 $(3,381)

TOTAL INTRAGOVERNMENTAL $1_$3,383 $3,384 $(3,381) $3
Entitlement Benefits Due and Payable $8,987 $8,987 $8,987
Federal Employee and Veterans’ Benefits 3 7 1 1 11
Accrued Payroll and Benefits 9 20 1 30 30

TOTAL LIABILITIES NOT COVERED BY

BUDGETARY RESOURCES $13  $3,410 $8,989 $12,412 $(3,381) $9,031

TOTAL LIABILITIES COVERED BY

BUDGETARY RE RCE: $31,893 $32,222 $8,802 $37 $72,954 $(33,067) $39,887

TOTAL LIABILITIES $31,906 $35,632 $17,791 $37 $85,366 $(36,448) $48,918

Liabilities not covered by budgetary resources are incurred when funding has not yet been made available through
Congressional appropriations or current earnings. The CMS recognizes such liabilities for employee annual leave
earned but not taken, amounts billed by the Department of Labor for Federd Employee’s Compensation Act
(FECA) payments, and for portions of the Entitlement Benefits Due and Payable liability for which no obligations
have been incurred. For CMS revolving funds, all liabilities are funded as they occur.

FY 2003 nonexpenditure transfers-in from BPD to CMS’ HI and SMI have been restated to include benefit expenses
incurred but not reported liabilities (IBNR) as of September 30, 2003, which were not obligated or reported in FY 2003.
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|

FY 2004 Medicare Health
All Consolidated
HI SMI Total Medicaid SCHIP Others Totals
PROGRAM/ACTIVITY COSTS
Medicare
Fee for Service $146,295 $113,778 $260,073 $260,073
Managed Care 20,920 18,683 39,603 39,603
Medicaid/SCHIP/TWI $176,800 $4,607 $34 181,441
CLIA 64 64
TOTAL PROGRAM/ACTIVITY COSTS ~ $167,215 $132,461 $299,676 $176,800 $4,607 $98 $481,181
OPERATING COSTS
Medicare Integrity Program $1,057 $1,057 $1,057
Quality Improvement Organizations 314 $79 393 393
Bad Debt Expense and Writeoffs (1,282) (443) (1,725) $67 (1,658)
Reimbursable Expenses 2 3 S S
Administrative Expenses 818 1,640 2,458 191 $4 2,653
Depreciation and Amortization 1 3 4 4
Imputed Cost Subsidies 10 21 31 2 33
TOTAL OPERATING COSTS $920  $1,303 $2,223 $260 $4 $2,487
TOTAL COSTS $168,135 $133,764 $301,899 $177,060 $4,611 $98 $483,668
LESS: EXCHANGE REVENUES:
Medicare Premiums Collected $1,799  $30,341 $32,140 $32,140
CLIA Revenues $60 60
Other Earned Revenues 8 3 11 11
TOTAL EXCHANGE REVENUES $1,807 $30,344 $32,151 $60 $32,211
TOTAL NET COST OF OPERATIONS  $166,328 $103,420 $269,748 $177,060 $4,611 $38 $451,457
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FY 2003 Medicare Health
All Consolidated
HI SMI Total Medicaid SCHIP Others Totals
PROGRAM/ACTIVITY COSTS
Medicare
Fee for Service $133,183 $105,662 $238,845 $238,845
Managed Care 19,269 17,132 36,401 36,401
Medicaid/SCHIP/TWI $161,480 $4,355 $14 165,849
CLIA 90 90
TOTAL PROGRAM/ACTIVITY COSTS ~ $152,452 $122,794 $275,246 $161,480 $4,355 $104 $441,185
OPERATING COSTS
Medicare Integrity Program $1,023 $1,023 $1,023
Quality Improvement Organizations 280 $70 350 350
Bad Debt Expense and Writeoffs (321) (73) (394) $66 (328)
Reimbursable Expenses 2 5 7 1 $(4) 4
Administrative Expenses 771 1,477 2,248 172 $5 2,425
Depreciation and Amortization 1 2 3 3
Imputed Cost Subsidies 10 21 31 2 33
TOTAL OPERATING COSTS $1,766  $1,502 $3,268 $241 $5 $(4) $3,510
TOTAL COSTS $154,218  $124,296 $278,514 $161,721 $4,360 $100 $444,695
LESS: EXCHANGE REVENUES:
Medicare Premiums Collected $1,598  $26,834 $28,432 $28,432
CLIA Revenues $57 57
Other Exchange Revenues 4 4 8 8
TOTAL EXCHANGE REVENUES $1,602 $26,838 $28,440 $57 $28,497
TOTAL NET COST OF OPERATIONS  $152,616 $97,458 $250,074 $161,721 $4,360 $43 $416,198

For purposes of financial statement presentation,
non-CMS administrative costs are considered
expenses to the Medicare trust funds when out-
layed by Treasury even though some funds may
have been used to pay for assets such as property
and equipment. The CMS administrative costs have
been allocated to the Medicare, Medicaid, SCHIP

and TWI programs based on the CMS cost alloca-
tion system. Administrative costs allocated to the
Medicare program include $1.3 billion ($1.2 billion
in FY 2003) paid to Medicare contractors to carry
out their responsibilities as CMS’ agents in the

administration of the Medicare program.
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NOTE 11:
BUDGETARY FINANCING

SOURCES: OTHER ADJUSTMENTS (Dollars in Millions)

FY 2004 Medicare Consolidated
HI SMI Medicaid  SCHIP Other Total
Unexpended Appropriations
Withdrawal of Expired or $(45) $(10) $(55)
Canceled Year Authority
Net Change in Anticipated 2,265 $(4,847) (2,582)
Congressional Appropriation
TOTAL OTHER ADJUSTMENTS $(45) $2,265 $(4,847) $(10) $(2,637)
FY 2003 Medicare Consolidated
HI SMI Medicaid  SCHIP Other Total
Unexpended Appropriations
Withdrawal of Expired or $3)  $(3,015) $(2) $(3,020)
Canceled Year Authority
Net Change in Anticipated 3,381 $(1,951) 1,430
Congressional Appropriation
Return of Indefinite Authority (1,347) (1,347)
Redistribution of SCHIP $(2,206) (2,206)
TOTAL OTHER ADJUSTMENTS $(3) $366 $(3,298) $(2,206) $(2) $(5,143)

Other adjustments include increases or decreases to Unexpended Appropriations that result from transactions other
than the receipt of appropriations,transfers in or out of appropriated authority, or the expenditure of appropriations.
Such transactions include the return to the Treasury general fund of expired or canceled year authority, the net
increase or decrease resulting from the accrual of anticipated Congressional appropriations, or other adjustments.
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(Dollars in Millions)
|

FY 2004 __Medicare _ Consolidated
HI SMI Total
FICA Tax Receipts $142,659 $142,659
SECA Tax Receipts 10,789 10,789
Trust Fund Investment Interest 14,972 $1,602 16,574
Civil Monetary Penalties and Damages 355 355
TAXES AND OTHER NON-EXCHANGE
REVENUE $168,775 $1,602 $170,377
FY 2003 __ Medicare _ Consolidated
HI SMI Total
FICA Tax Receipts $139,934 $139,934
SECA Tax Receipts 9,905 9,905
Trust Fund Investment Interest 14,846 $2,220 17,066
Interest on FY 2001 OASDI Warrant 48 48
Criminal Fines 2 2
Civil Monetary Penalties and Damages 233 233
Administrative Fees 7 7
Other Income 2 3 5
TAXES AND OTHER NON-EXCHANGE
REVENUE $164,977 $2,223 $167,200

For periods after December 31, 1993, employees
and employers are each required to contribute
1.45 percent of employees' wages, and self-
employed persons are required to contribute 2.90
percent of net income, with no limitation, to the
HI Trust Fund. The Social Security Act requires
the transfer of these contributions from the
General Fund of Treasury to the HI Trust Fund
based on the amount of wages certified by the
Commissioner of Social Security from SSA records
of wages established and maintained by SSA in
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accordance with wage information reports. The
SSA uses the wage totals reported annually by
employers via the quarterly Internal Revenue
Service Form 941 as the basis for conducting
quarterly certification of regular wages.

Due to the reclassification of immaterial
amounts by the BPD, certain lines were reported
as revenues in FY 2003 are now reported in FY
2004 as transfers-in (see Note 13). FY 2003
Notes 12 and 13 have not been restated.
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(Dollars in Millions)
|

FY 2004
Transfers-in Without Reimbursement Medicare All  Combined Intra-CMS Consolidated
HI SMI  Medicaid SCHIP Others Total  Eliminations Total
Medicare Benefit Transfers $178,835 $149,304 $328,139 $(328,139)
Transfers to HCFAC 1,063 1,063 (1,063)
Federal Matching Contributions 96,783 96,783 (96,783)
Transitional Assistance Benefits 216 216 (216)
Allocation to CMS Programs 1044 2,282 $266 $5 $(6) 3,591 (3,591)
Fraud and Abuse Appropriation 114 114 (114)
Transfer-Uninsured Coverage 365 365 (365)
Prog. Mngmt. Admin. Expense (1) 201 201 (201)
Military Service General Fund Transfer 173 173 (173)
Military Service Adjustment (147) (147) (147)
Income Tax OASDI Benefits (2) 8,577 8,577 (8,577)
Railroad Retirement Board 434 434 434
Criminal Fines 315 315 315
Medicaid Part B Premiums 168 168 (168)
Interest Adjustment (25) (25) (25)
Gifts and Miscellaneous 2 2 4 4
TOTAL TRANSFERS-IN $190,951__$248,587 $434 $5 $(6) $439,971 $(439,390) $581
FY 2004
Transfers-out Without Reimbursement Medicare All  Combined Intra-CMS Consolidated
HI SMI  Medicaid SCHIP Others Total  Eliminations Total
SSA Administrative Expenses $(643) $(1,098) $(1,741) $(1,741)
Medicare Benefit Transfers (178,835) (149,304) (328,139) $328,139
Transfers to HCFAC (1,063) (1,063) 1,063
Federal Matching Contributions (96,783) (96,783) 96,783
Transitional Assistance Benefits (216) (216) 216
Transfers to Program Management (1,222) (2,369) (3,591) 3,591
Fraud and Abuse Appropriation (114) (114) 114
Transfer-Uninsured Coverage (365) (365) 365
Prog. Mngmt. Admin. Expense (1) (201) (201) 201
Income Tax OASDI Benefits (2) (8,577) (8,577) 8,577
Military Service General Fund Transfer $(173) (173) 173
Medicaid Part B Premiums (168) (168) 168
Office of the Secretary 5) 3) 8 )
Payment Assessment Commission (6) 3) (C)] (C)]
Railroad Retirement Board (6) (6) 6)
TOTAL TRANSFERS-0UT $(191,031) $(249,950) $(173) $(441,154) $439,390 $(1,764)
TOTAL TRANSFERS-IN/OUT
WITHOUT REIMBURSEMENT $(80) $(1,363) $434 $5  $(179) $(1,183) $(1,183)
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FY 2003 Restated
Transfers-in Without Reimbursement Medicare All Combined Intra-CMS Consolidated
HI SMI  Medicaid SCHIP Others Total  Eliminations Total

Medicare Benefit Transfers $151,555 $121,786 $273,341 $(273,341)

Transfers to HCFAC 1,052 1,052 (1,052)

Federal Matching Contributions 84,286 84,286 (84,286)

Allocation to CMS Programs 771 1,577 $176 $5 $3 2,532 (2,532)

Fraud and Abuse Appropriation 114 114 (114)

Transfer-Uninsured Coverage 393 393 (393)

Prog. Mngmt. Admin. Expense (1) 120 120 (120)

Military Service Contribution 28 4 32 $32

Income Tax OASDI Benefits (2) 8,318 8,318 (8,318)

Railroad Retirement Principal 389 389 389

Medicaid Part B Premiums 112 112 (112)

Gifts and Miscellaneous 2 2 2
TOTAL TRANSFERS-IN $162,742 $207,653 $288 $5 3$3 $370,691 $(370,268) $423
FY 2003 Restated

Transfers-out Without Reimbursement Medicare All  Combined Intra-CMS Consolidated
| SMI  Medicaid SCHIP Others Total  Eliminations

SSA Administrative Expenses $(601) $(635) $(1,236) $(1,236)

Medicare Benefit Transfers (151,555) (121,786) (273,341) $273,341

Transfers to HCFAC (1,052) (1,052) 1,052

Federal Matching Contributions (84,286) (84,286) 84,286

Transfers to Program Management (854) (1,678) (2,532) 2,532

Fraud and Abuse Appropriation (114) (114) 114

Transfer-Uninsured Coverage (393) (393) 393

Prog. Mngmt. Admin. Expense (1) (120) (120) 120

Income Tax OASDI Benefits (2) (8,318) (8,318) 8,318

Medicaid Part B Premiums (112) (112) 112

Office of the Secretary 6) 3) (C)] (C)]

Payment Assessment Commission 5) @) (C)] (C)]

Railroad Retirement Board (5) 5) (5)
TOTAL TRANSFERS-0UT $(163,018) $(208,509) $(371,527) $370,268 $(1,259)
TOTAL TRANSFERS-IN/OUT
WITHOUT REIMBURSEMENT $(276) $(856) $288 $5 $3 $(836) $(836)
(1) During FY 2004, the Payments to the Health Care Trust Funds appropriation paid the HI Trust Fund $201 million

($120 million in FY 2003) to cover the Medicaid, SCHIP and TWI programs’ share of CMS’ administrative costs.

e)

The Omnibus Budget Reconciliation Act of 1993 increased the maximum percentage of Old Age Survivors and

Disability Insurance (OASDI) benefits that are subject to Federal income taxation under certain circumstances from
50 percent to 85 percent. The revenues, resulting from this increase, are transferred to the HI Trust Fund.

FY 2003 Medicare Benefit Transfers-in-and-out have been restated. These transfers have been increased by the
September 2003 IBNRs and decreased by the September 2002 IBNRs, which were reported as obligated and
transferred in their respective following fiscal years.

Federal Matching Contributions

SMI benefits and administrative expenses are
financed by monthly premiums paid by Medicare
beneficiaries and are matched by the Federal
government through the general fund
appropriation, Payments to the Health Care Trust
Funds. Section 1844 of the Social Security Act
authorizes appropriated funds to match SMI
premiums collected, and outlines the ratio for the
match as well as the method to make the trust
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funds whole if insufficient funds are available in
the appropriation to match all premiums received
in the fiscal year. The monthly SMI premium per
beneficiary was $58.70 from October 2003
thraigh December 2003 and $66.60 from January
2004 through September 2004. Premiums
collected from beneficiaries totaled $30.3 billion
($26.8 billion in FY 20 03) and we re matched by a
$96.8 billion ($84.3 billion in FY 2003)
contribution from the Federal government.
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NOTE 14:

GROSS COST AND EXCHANGE REVENUE BY
BUDGET FUNCTIONAL CLASSIFICATION (pottars in Miltions)

FY 2004 Combined Intra-CMS Consolidated
Medicare Health Total Eliminations Total

Intragovernmental Costs $511 $43 $554 $554

With the Public 301,388 181,726 483,114 483,114

Gross Cost 301,899 181,769 483,668 483,668

Less: Exchange Revenue (32,151) (60) (32,211) (32,211)

NET COST $269,748 $181,709  $451,457 $451,457
FY 2003 Combined Intra-CMS Consolidated
Medicare Health Total Eliminations Total

Intragovernmental Costs $443 $36 $479 $479

With the Public 278,071 166,145 444,216 444,216

Gross Cost 278,514 166,181 444,695 444,695

Less: Exchange Revenue (28,440) (57) (28,497) (28,497)

NET COST $250,074 $166,124 $416,198 $416,198

The chart above displays gross costs and earned revenue with Federal agencies and the public by budget
functional classification.

NOTE 15:

STATEMENT OF BUDGETARY
RESOURCES DISCLOSURES (Dollars in Millions)

The amounts of direct and reimbursable under Category A, Category B and Exempt from
obligations incurred against amounts apportioned Apportionment are shown below:

Combined
FY 2004 Direct Reimbursable T(l)tfls
Category A $6,150 $72 $6,222
Category B 283,360 2 283,362
Exempt 307,819 307,819
TOTAL $597,329 $74 $597,403
FY 2003 Restated . . Combineld
S RS Direct Reimbursable Totals
Category A $16,679 $71 $16,750
Category B 526,051 5 526,056
Exempt 3,962 3,962
TOTAL $546,692 $76 $546,768

The FY 2003 Category B direct obligations have been restated from $523,948 million to $526,051 million
increasing obligations by $2,103 million for the restatement of the budgetary obligations for the liability for
Medicare expenses.

In addition, amounts reported in Category B in FY 2003 representing the Medicare benefit payments are
being reported as exempt in FY 2004 as a result of OMB’s change in apportionment requirements. Medicare
benefit payment obligations are exempt from apportionment in FY 2004.
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Legal Arrangements Affecting Use of
Unobligated Balances

All trust fund receipts collected in the fiscal year
are reported as new budget authority in the
Statement of Budgetary Resources. The portion of
trust fund receipts collected in the fiscal year that
exceeds the amount needed to pay benefits and
other valid obligations in that fiscal year is
precluded by law from being available for
obligation. This excess of receipts over obliga-
tions is reported as Temporarily Not Avwailable

Pursuant to Public Law in the Statement of
Budgetary Resources and, therefore, is not
classified as budgetary resources in the fiscalyear
collected. However, all such excess receipts are
assets of the trust funds and currently become
available for obligation as needed. The entire
trust fund balances in the amount of $246,876
million ($242,955 million in FY 2003) as of
September 30, 2004 are included in Investments
on the Balance Sheet. The following table

p resents trust fund activities and balances for
FY 2004 and FY 2003 (in millions):

FY 2004 Combined
Balances
TRUST FUND BALANCES, BEGINNING $242,955
Receipts 303,436
Less Obligations 299,515
Excess of Receipts Over Obligations 3,921
TRUST FUND BALANCES, ENDING $246,876
Original Restated
FY 2003 Restated Combined Amount Combined
Balances Restated Balances
TRUST FUND BALANCES, BEGINNING $265,620 $(28,236) $237,384
Receipts 285,984 285,984
Less Obligations 277,258 2,103 279,361
Less Transfers 1,052 1,052
Excess of Receipts Over Obligations 7,674 (2,103) 5,571
TRUST FUND BALANCES, ENDING $273,294 $(30,339) $242,955

Explanations of Differences Between the Statement of Budgetary Resources

and the Budget of the United States Government for FY 2003
(in millions)

Other Adjustments

Net Outlays

Budgetary (Less Offsettin
Resources Receipts
Statement of Budgetary Resources $547,279 $413,380
Adjustments for Expired Accounts (732)
(851) 1,068
$545,696 $414,448

PRESIDENT’S BUDGET (actual)

The Other Adjustments Line includes a reduction to budgetary resources in the amount of $2,103 million for the restatement of
the budgetary obligations for the liability for Medicare expenses, an increase in the amount of $1,185 million for the amounts
reporting in the President’s Budget but reported by the Centers for Disease Control (CDC) and the Department of Treasury
(Treasury), an increase of $65 million for collections from offsetting collections and an increase of $2 million for rounding.

The Other Adjustments Line also includes an increase to net outlays in the amount of $1,067 million for the amountsreported
in the President’s Budget but reported by the CDC and Treasury, and $1 million for rounding.

Restatement

For fiscal years 2003 and prior, CMS did not
record corresponding budgetary obligations for
the September 30 accrual of the liability for
Medicare expenses incurred but not reported
(IBNR). The CMS recorded obligations when the
Medicare contractors’ banks actually drew on
their letters-of-credit with the Federal Reserve as
reimbursement for checks presented for payment.
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In FY 20 03 OMB exempted CMS from the OMB
Ciralar No. A-11 requirement to report
obligations when the liability is incurred. For

FY 2004 CMS has begun obligating funds when
the Medicare IBNR is recorded. This treatment
complies with Circular No. A-11 and results in the
restatement of the FY 2003 SBR for the following
lines:
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COMBINED STATEMENT OF BUDGETARY RESOURCES
For the Year Ended September 30, 2003

(in millions)

ORIGINAL RESTATED
FY 2003 FY 2003
Com%ineld I?mouné Com%ineld
otals estate otals
BUDGETARY RESOURCES:
Budgetary Authority:
Appropriations received $547,308 $547,308
Net transfers (1,162) (1,162)
Unobligated Balance:
Beginning of period 3,358 3,358
Net transtfers, actual (5) (5)
Spending Authority from Offsetting Collections:
Earned:
Collected 65 65
Receivable from Federal sources
Change in unfilled customer orders:
Advance received (4) (4)
Without advance from Federal sources 6 6
Transfers from trust funds 2,645 2,645
SUBTOTAL 2,712 2,712
Recoveries of prior year obligations 7,228 7,228
Temporarily not available pursuant to Public Law (7,674) $2,103 (5,571)
Permanently not available (6,589) (6,589)
TOTAL BUDGETARY RESOURCES $545,176 $2,103 $547,279
STATUS OF BUDGETARY RESOURCES:
Obligations Incurred:
Direct $544,589 $2,103 $546,692
Reimbursable 76 76
SUBTOTAL 544,665 2,103 546,768
Unobligated Balance:
Apportioned 307 307
Unobligated Balance not Available 204 204
TOTAL STATUS OF BUDGETARY RESOURCES $545,176 $2,103 $547,279
Relationship of Obligations to Outlays:
Obligated balance, net, beginning of period $17,901 $28,236 $46,137
Obligated balance, net, end of period:
Accounts receivable (1,185) (1,185)
Unfilled customer orders from Federal sources 6) 6)
Undelivered orders 11,842 11,842
Accounts payable 10,296 30,339 40,635
Outlays:
Disbursements 534,343 534,343
Collections (2,664) (2,664)
SUBTOTAL 531,679 531,679
LESS: OFFSETTING RECEIPTS 28,432 89,867 118,299
NET OUTLAYS $503,247 $(89,867) $413,380
Offsetting Receipts the general fund and trust funds. In addition, OMB

For fiscal years 2003 and prior, CMS reported only
the HI and SMI premiums collected as Offsetting
Receipts. The transfers from the Payments to the
Health Care Trust Funds (PTF) to HI and SMI were
not reported. This resulted in a duplication of CMS
outlays: as both PTF outlays and as HI and SMI
outlays. The U.S. Treasury Standard General Ledger
crosswalk for the SBR included accounts for
Medicare premiums but not for the PTF transfers.
Also, OMB Circular No. A-11 did not provide defini-
tive support as to whether PTF transfers should be
reported on this line.

In FY 2004 the Treasury revised the crosswalk
for Offsetting Receipts to include transfers between

revised Circular No. A-11, clarifying that “intrabud-
getary receipts” (which includes PTF transfers)
should be reported on the Offsetting Receipts line.
Accordingly, CMS has restated the FY 2003
Offsetting Receipts to include PTF transfers to HI
and SMI. (The Offsetting Receipts line of the
Statement of Financing has been similarly restated).

The SOF has been further restated to reflect
the funding of the Medicare IBNR: “Resources that
fund expenses in prior periods” and “Accrued
Unfunded Entitlement Benefit Costs” exclude the
Medicare IBNR. The SOF Net Cost of Operations
remains unchanged.
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CONSOLIDATED STATEMENT OF FINANCING
For the Year Ended September 30, 2003

(in millions)

ORIGINAL RESTATED
FY 2003 FY 2003
Consolidated Amount Consolidated
Totals Restated Totals
RESOURCES USED TO FINANCE ACTIVITIES:
Budgetary Resources Obligated:
Obligations incurred $544,665 $2,103 $546,768
Less: Spending authority from offsetting collections and recoveries 9,940 9,940
Obligations net of offsetting collections and recoveries 534,725 2,103 536,828
Less: Offsetting receipts 28,432 89,867 118,299
NET OBLIGATIONS 506,293 (87,764) 418,529
Other Resources:
Imputed financing from costs absorbed by others 33 33
NET OTHER RESOURCES USED TO FINANCE ACTIVITIES 33 33
TOTAL RESOURCES USED TO FINANCE ACTIVITIES $506,326 $(87,764) $418,562
RESOURCES USED TO FINANCE ITEMS NOT PART OF THE
NET COST OF OPERATIONS:
Change in budgetary resources obligated for goods,
services and benefits ordered but not yet provided $(689) $(689)
Resources that fund expenses recognized in prior periods 39,526 $(28,236) 11,290
Resources that finance the acquisition of assets 8 8
Other resources or adjustments to net obligated resources
that do not affect net cost of operations 94,490 (89,867) 4,623
TOTAL RESOURCES USED TO FINANCE ITEMS
NOT PART OF THE NET COST OF OPERATIONS 133,335 (118,103) 15,232
TOTAL RESOURCES USED TO FINANCE THE NET COST OF OPERATIONS $372,991 $30,339 $403,330
COMPONENTS OF THE NET COST OF OPERATIONS THAT WILL
NOT REQUIRE OR GENERATE RESOURCES IN THE CURRENT PERIOD:
Components Requiring or Generating Resources in Future Periods:
Accrued unfunded entitlement benefit costs $39,326 $(30,339) $8,987
Liability for unmatched SMI premiums (Note 5) 3,381 3,381
Increase in annual leave liability 1 1
Decrease in receivables from the public 1,289 1,289
Other 1 1
TOTAL COMPONENTS OF NET COST OF OPERATIONS THAT WILL
REQUIRE OR GENERATE RESOURCES IN FUTURE PERIODS 43,998 (30,339) 13,659
Components Not Requiring or Generating Resources:
Depreciation and amortization 4 4
Other (795) (795)
TOTAL COMPONENTS OF NET COST OF OPERATIONS THAT WILL NOT
REQUIRE OR GENERATE RESOURCES (791) (791)
TOTAL COMPONENTS OF NET COST OF OPERATIONS THAT WILL NOT
REQUIRE OR GENERATE RESOURCES IN THE CURRENT PERIOD 43,207 (30,339) 12,868
NET COST OF OPERATIONS $416,198 $416,198
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Medicare, the largest health insurance program in the country, has helped fund medical
care for the nation’s aged and disabled for almost four decades. The recent Medicare
Prescription Drug, Improvement, and Modernization Act of 2003 (known informally as
the Medicare Modernization Act, or MMA) introduced the most sweeping changes to the
program since its enactment in 1965. The most significant change is that, beginning in
2004, the MMA established a new prescription drug benefit. A separate account within
the SMI trust fund will handle the transactions for this new benefit. A brief description
of the provisions of Medicare’s Hospital Insurance (HI, or Part A) trust fund and
Supplementary Medical Insurance (SMI, or Parts B and D) trust fund is included on
pages 3-5 of this financial report.

The requirad supplementary stewardship information (RSSI) contained in this section
is presented in accordance with the requirements of the Federal Accounting Standards
Advisory Board (FASAB). Included are a description of the long-term sustainability and
financial condition of the program and a discussion of trends revealed in the data.

RSSI material is generally drawn from the 2004 Annual Report of the Boards of
Trustees of the Federal Hospital Insurance and Federal Supplementary Medical
Insurance Trust Funds, which represents the official government evaluation of the
financial and actuarial status of the Medicare trust funds. Unless otherwise noted, all
data are for calendar years, and all projections are based on the Trustees’” intermediate
set of assumptions.

Printed copies of the Trustees Report may be obtained from CMS’ Office of the
Actuary (410-786-6386). The report is also available online at www.cms.hhs.gov/
publications/trusteesreport/default.asp.
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ACTUARIAL PROJECTIONS

Cashflow in Nominal Dollars

Using nominal dollars' for short-term projections paints a reasonably clear picture of expected
performance with particular attention on cashflow and trust fund balances. Over longer
periods, however, the changing value of the dollar can complicate efforts to compare dollar
amounts in different periods and can create severe barriers to interpretation, since projections
must be linked to something that the mind can comprehend in today’s experience.

For this reason, long-range (75-year) Medicare projections in nominal dollars are seldom
used and are not presented here. Instead, nominal-dollar estimates for the HI trust fund are
displayed only through the projected date of depletion, currently the year 2019. Estimates for
SMI Parts B and D are presented only for the next 10 years, primarily due to the fact that
under present law, the SMI trust fund is automatically in financial balance every year.

HI

Chart 1 shows the actuarial estimates of HI income, expenditures, and assets for each of the
next 16 years, in nominal dollars. Income includes payroll taxes, income from the taxation of
Social Security benefits, interest earned on the U.S. Treasury securities held by the trust fund,
and other miscellaneous revenue. Expenditures include benefit payments and administrative
expenses. The estimates are for the “open group” population—all persons who will participate
during the period as either taxpayers or beneficiaries, or both—and consist of payments from,
and on behalf of, employees now in the workforce, as well as those who will enter the
workforce over the next 16 years. The estimates also include expenditures attributable to these
current and future workers, in addition to current beneficiaries.

1
Dollar amounts that are not adjusted for inflation or other factors are referred to as “nominal.”
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As chart 1 shows, under the intermediate assumptions HI expenditures would begin to
exceed income including interest in 2010 and income excluding interest in 2004. This
situation arises as a result of health cost increases that are expected to continue to grow
faster than workers’ earnings. Beginning in 2010, the trust fund would start redeeming trust
fund assets; in 2019, the assets would be depleted—7 years earlier than estimated in the
2003 Trustees Report. For the first time since the 1999 Trustees Report, the HI trust fund
does not meet an explicit test of short-range financial adequacy, as assets are predicted to
fall below expenditures within the next 10 years.

The projected year of depletion of the trust fund is very sensitive to assumed future
economic and other trends. Under less favorable conditions the cash flow could turn
negative much earlier and thereby accelerate asset exhaustion.

By law, Medicare trust fund assets are invested in special U.S. Treasury Securities,
which earn interest while Treasury uses those cash resources for other Federal
purposes. During times of Federal “on-budget” surpluses, this process reduces the
Federal debt held by the public. In times of Federal budget deficits, Medicare surpluses
reduce the amount that must be borrowed from the public to finance those deficits. The
trust fund assets are claims on the Treasury that, when redeemed, will have to be
financed by raising taxes, borrowing from the public, or reducing other Federal
expenditures. (When the assets are financed by borrowing, the effect is to defer today’s
costs to later generations who will ultimately repay the funds being borrowed for
today’s Medicare beneficiaries.) The existence of large trust fund balances, therefore,
represents an important obligation of the Government to pay future Medicare benefits
but does not necessarily make it easier for the Government to pay those benefits.

SMI

Chart 2 shows the actuarial estimates of SMI income, expenditures, and assets, for Parts B
and D combined, for each of the next 10 years, in nominal dollars. Whereas HI estimates are
displayed through the year 2019, SMI estimates cover only the next 10 years, as SMI differs
fundamentally from HI in regard to the way it is financed. In particular, financing for SMI
Parts B and D is not at all based on payroll taxes but instead on monthly beneficiary premi-
ums and income from the general fund of the U.S. Treasury—both of which are established
annually to cover the following year’s expenditures. Estimates of SMI income and expendi-
tures, therefore, are virtually the same, as illustrated in chart 2, and so are not shown in
nominal dollars separately beyond 10 years.

Income includes monthly premiums paid by, or on behalf of, beneficiaries, transfers from
the general fund of the U.S. Treasury, and interest earned on the U.S. Treasury securities held by
the trust fund.” Chart 2 displays only total income; it does not represent income excluding inter-
est. The difference between the two depictions of income is not visible graphically since interest
is not a significant source of income.” Expenditures include benefit payments as well as
administrative expenses.

2
In the financial statements for CMS, Medicare income and expenditures are shown from a “trust fund perspective.” All
soures of income to the trust funds are reflected, and the actuarial projections can be used to assess the financial status of
each trust fund. Corresponding estimates for Medicare and other Federal social insurance programs are also shown in the
annual Financial Report of the United States Government, also known as the consolidated financial statement. On a
consolidated basis, the estimates are shown from a “Federal budget perspective.” In particular, certain categories of trust fund
income—primarily interest payments and SMI general revenues—are excluded because they represent intragovernmental
transfers, rather than revenues received from the public. Thus, the consolidated financial statement focuses not on the
financial status of individual trust funds, but on the overall balance between revenues and outlays for the Federal budget.
Each perspective is appropriate and useful for its intended purpose.

3
Interest income is generally about 3 percent of total SMI income.
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As chart 2 indicates, SMI income is very close to expenditures. As noted earlier, this
is due to the financing mechanism for Parts B and D. Under present law, both accounts
are automatically in financial balance every year, regardless of future economic and
other conditions.
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HI Cashflow as a Percent of Taxable Payroll

Each year, estimates of the financial and actuarial status of the HI trust fund are
prepared for the next 75 years. Because of the difficulty in comparing dollar values for
different periods without some type of relative scale, income and expenditure amounts
are shown relative to the earnings in covered employment that are taxable under HI
(referred to as “taxable payroll”).

Chart 3 illustrates income excluding interest and expenditures as a percentage of
taxable payroll over the next 75 years. The long-range increase in average expenditures
per beneficiary is assumed to equal growth in per capita gross domestic product (GDP)
plus 1 percentage point—reflecting an expectation that the impact of advances in
medical technology on health care costs will continue, both in Medicare and in the
health sector as a whole.

Since HI payroll tax rates are not scheduled to change in the future under present
law, payroll tax income as a percentage of taxable payroll will remain constant at 2.90
percent. Income from taxation of benefits will increase only gradually as a greater
proportion of Social Security beneficiaries become subject to such taxation over time.
Thus, as chart 3 shows, the income rate is not expected to increase significantly over
current levels. On the other hand, expenditures as a percentage of taxable payroll
sharply escalate—in part due to health care cost increases that exceed wage growth, but
also due to the attainment of Medicare eligibility of those born during the 1946-1964
baby boom.
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HI and SMI Cashflow as a Percent of GDP

Expressing Medicare incurred expenditures as a percentage of GDP gives a relative
measure of the size of the Medicare program compared to the general economy. The
GDP represents the total value of goods and services produced in the United States.
This measure provides an idea of the relative financial resources that will be necessary
to pay for Medicare services.

HI

Chart 4 shows HI income excluding interest and expenditures over the next 75 years
expressed as a percentage of GDP. In 2003, the expenditures were $154.6 billion, which
was 1.5 percent of GDP. This percentage is projected to increase steadily throughout the
remainder of the 75-year period.

SmiI

Because of the Part B and D financing mechanism in which income mirrors
expenditures, it is not necessary to test for long-range imbalances between income and
expenditures. Rather, it is more important to examine the projected rise in expenditures
and the implications for beneficiary premiums and Federal general revenue payments.

Chart 5 shows past and projected total SMI (Part B and Part D) expenditures and
premium income as a percentage of GDP. As in the projections for HI, the long-range
increase in average expenditures per beneficiary is assumed to equal growth in per
capita GDP plus 1 percentage point. The growth rates are estimated year by year for the
next 12 years, reflecting the impact of specific statutory provisions. Expenditure growth
for years 13 to 25 is assumed to grade smoothly into the long-range assumptions.
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Under the intermediate assumptions, annual SMI expenditures would grow from
about 1 percent of GDP in 2003 to 2 percent of GDP in 2006 with the commencement of
the general prescription drug coverage. Then, within 20 years, they would grow to 4
percent of GDP and to more than 8 percent by the end of the projection period.
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To match the faster growth rates for SMI expenditures, beneficiary premiums, along with
general revenue contributions, would increase more rapidly than GDP over time. In fact,
average per-beneficiary costs for Part B and Part D benefits are projected to increase in most
years by at least 5 percent annually. The associated beneficiary premiums—and general
revenue financing—would increase by approximately the same rate.

Worker-to-Beneficiary Ratio

HI

Another way to evaluate the long-range outlook of the HI trust fund is to examine the
projected number of workers per HI beneficiary. Chart 6 illustrates this ratio over the
next 75 years. For the most part, current benefits are paid for by current workers. The
retirement of the baby boom generation will therefore be financed by the relatively
smaller number of persons born after the baby boom. In 2003, every beneficiary had
almost 4.0 workers to pay for his or her benefit. In 2030, however, after the last baby
boomer turns 65, there will be only about 2.4 workers per beneficiary. The projected
ratio continues to decline until there are just 2.0 workers per beneficiary in 2078.
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ACTUARIAL PRESENT VALUES

Projected future expenditures can be summarized by computing an “actuarial present
value.” This value represents the lump-sum amount that, if invested today in trust fund
securities, would be just sufficient to pay each year’s expenditures over the next 75
years, with the fund being drawn down to zero at the end of the period. Similarly,
future revenues (excluding interest) can be summarized as a single, equivalent amount
as of the current year.
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Actuarial present values are calculated by discounting the future annual amounts of non-
interest income and expenditures at the assumed rates of interest credited to the HI and SMI
trust funds. Present values are computed as of the beginning of the 75-year projection period
for three different groups of participants: current workers and other individuals who have
not yet attained eligibility age; current beneficiaries who have attained eligibility age; and
new entrants, or those who are expected to become participants in the future.

Table 1 sets forth, for each of these three groups, the actuarial present values of all
future HI (Part A) and SMI (Part B and Part D) expenditures and all future non-interest
income for the next 75 years. Also shown is the net present value of cashflow, which is
calculated by subtracting the actuarial present value of future expenditures from the
actuarial present value of future income.

As shown in table 1, the HI trust fund has an actuarial deficit* of more than $8.2
trillion over the 75-year projection period, as compared to more than $5.9 trillion in the
2003 financial report. On the other hand, neither Part B nor Part D of SMI has similar
problems because each account is automatically in financial balance every year due to
its financing mechanism.’

The existence of a large actuarial deficit for the HI trust fund indicates that, under
reasonable assumptions as to economic, demographic, and health cost trends for the future,
HI income is expected to fall substantially short of expenditures in the long range. Although
the deficits are not anticipated in the immediate future, as indicated by the preceding cash-
flow projections, they nonetheless pose a serious financial problem for the HI trust fund.

A figure as large as $8.2 trillion can be difficult to interpret without some relative
basis of comparison. To put this number in perspective, it is helpful to consider that the
present value of future taxable payroll over the same 75-year period is estimated to be
$272 trillion in the 2004 Trustees Report. Thus, the $8.2-trillion deficit represents
approximately 3.0 percent of future taxable payroll.

It is important to note that no liability has been recognized on the balance sheet for
future payments to be made to current and future program participants beyond the
existing “incurred but not reported” Medicare claim amounts as of September 30, 2004.
This is because Medicare is accounted for as a social insurance program rather than a
pension program. Accounting for a social insurance program recognizes the expense of
benefits when they are actually paid, or are due to be paid, because benefit payments are
primarily non-exchange transactions and, unlike employer-sponsored pension benefits for
employees, are not considered deferred compensation. Accrual accounting for a pension
program, by contrast, recognizes retirement benefit expenses as they are earned so that
the full actuarial present value of the worker’s expected retirement benefits has been
recognized by the time the worker retires.

4
Present value of estimated future income less expenditures, calculated over the 75-year projection period.

5
As noted in footnote 2 on page 63, the actuarial deficit is calculated from a trust fund perspective, reflecting all sources of
income and expenditures to or from the HI and SMI trust funds. If, instead, a budget perspective is considered, as used in the
consolidated financial statement, one would compare Medicare outlays to the public with revenues received directly from
the public and State governments. On this basis, transfers to the SMI trust fund from the general fund of the Treasury
would be excluded, with the result that the present value of projected SMI expenditures through 2078 would exceed the
present value of projected SMI premium and State transfer revenue alone by $19.5 trillion. When added to the corre-
sponding differential for HI, the present value of expenditures for the Medicare program overall is projected to exceed
non-general revenue receipts by $28.1 trillion. This budget impact reflects both (i) the cost to the Federal budget of SMI
general revenues provided under current law and (ii) the amount that HI revenues would have to be increased to enable
HI benefits to be paid at their currently scheduled level—for which there is no provision in current law.
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REQUIRED SUPPLEMENTARY STEWARDSHIP INFORMATION

ACTUARIAL ASSUMPTIONS AND
SENSITIVITY ANALYSIS

In order to make projections regarding the future financial status of the HI and SMI trust
funds, various assumptions have to be made. First and foremost, the estimates
presented here are based on the assumption that the trust funds will continue under
present law. In addition, the estimates depend on many economic and demographic
assumptions, including changes in per beneficiary cost, wages and the consumer price
index (CPI), fertility rates, immigration rates, and interest rates. In most cases, these
assumptions vary from year to year during the first 5 to 30 years before reaching their
ultimate values for the remainder of the 75-year projection period.

Table 2 shows the most significant underlying assumptions used in the projections
of Medicare spending displayed in this section. Further details on these assumptions are
available in the Social Security and Medicare Trustees Reports for 2004. In practice, a
number of specific assumptions are made for each of the different types of service
provided by the Medicare program (for example, hospital care and physician services).
These assumptions include changes in the utilization, volume, and intensity of each
type of service. The per beneficiary cost increases displayed in table 2 reflect the overall
impact of these more detailed assumptions.

TABLE 2
Medicare Assumptions

Annual percentage change in:

Per beneficiary cost? Real-
Fertility Net Real-wage Real SMI interest

rate! immigration differential> Wages CPI GDP HI B D rate4
2004 2.02 1,175,000 2.4 3.6 1.2 4.4 6.5 7.0 — 3.2
2005 2.01 1,150,000 2.8 4.3 1.5 3.6 5.6 6.5 — 3.3
2010 2.00 1,025,000 1.3 4.1 2.8 2.6 3.9 3.8 6.5 3.1
2020 1.97 950,000 1.1 3.9 2.8 1.8 4.1 5.4 6.4 3.0
2030 1.95 900,000 1.1 3.9 2.8 1.8 5.6 5.2 4.9 3.0
2040 1.95 900,000 1.1 3.9 2.8 1.8 5.9 5.2 5.1 3.0
2050 1.95 900,000 1.1 3.9 2.8 1.8 5.1 5.0 5.1 3.0
2060 1.95 900,000 1.1 3.9 2.8 1.8 5.2 5.2 5.0 3.0
2070 1.95 900,000 1.1 3.9 2.8 1.8 5.4 5.1 5.1 3.0
2078 1.95 900,000 1.1 3.9 2.8 1.8 5.2 5.1 5.1 3.0

Average number of children per woman.

Difference between percentage increases in wages and the CPI.

See text for nature of this assumption.

Average rate of interest earned on new trust fund securities, above and beyond rate of inflation.

AW o
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REQUIRED SUPPLEMENTARY STEWARDSHIP INFORMATION

Estimates made in prior years have sometimes changed substantially because of
revisions to the assumptions, which are due either to changed conditions or to more recent
experience. Furthermore, it is important to recognize that actual conditions are very likely to
differ from the projections presented here, since the future cannot be anticipated with
certainty. In order to illustrate the magnitude of the sensitivity of the long-range projections,
six of the key assumptions were varied individually to determine the impact on the HI
actuarial present values and net cashflows.’ The assumptions varied are the fertility rate, net
immigration, real-wage differential, CPI, real-interest rate, and health care cost factors.’

For this analysis, the intermediate economic and demographic assumptions in the
2003 Annual Report of the Boards of Trustees of the Federal Hospital Insurance and
Federal Supplementary Medical Insurance Trust Funds are used as the reference point.
Each selected assumption is varied individually to produce three scenarios. All present
values are calculated as of January 1, 2004 and are based on estimates of income and
expenditures during the 75-year projection period.

Charts 7 through 12 show the net annual HI cashflow in nominal dollars and the
present value of this net cashflow for each assumption varied. In most instances, the
charts depicting the estimated net cashflow indicate that, after increasing in the early
years, net cashflow decreases steadily through 2019 under all three scenarios displayed.
On the present value charts, the same pattern is evident, though the magnitudes are
lower because of the discounting process used for computing present values.

Fertility Rate

Table 3 shows the net present value of cashflow during the 75-year projection period under
three alternative ultimate fertility rate assumptions: 1.7, 1.95, and 2.2 children per woman.

TABLE 3
Present Value of Estimated HI Income Less Expenditures
under Various Fertility Rate Assumptions

Ultimate fertility rate 1.7 1.95 2.2

Income minus expenditures -$8,639 -$8,492 -$8,350
(in billions)

1

The total fertility rate for any year is the average number of children who would be born to a woman in her lifetime
if she were to experience the birth rates by age observed in, or assumed for, the selected year, and if she we re to
survivetheentre childbearing period.

As table 3 indicates, for an increase of 0.25 in the assumed ultimate fertility rate, the
projected deficit of income over expenditures decreases by approximately $150 billion.

6
Sensitivity analysis is not done for Parts B or D of the SMI trust fund due to its financing mechanism for each account.
Any change in assumptions would have no impact on the net cashflow, since the change would affect income and
expenditures equally.

" The sensitivity of the projected HI net cash flow to variations in future mortality rates is also of interest. At this time, however,
relatively little is known about the relationship between improvements in life expectancy and the associated changes in health
status and per beneficiary health expenditures. As a result, it is not possible at present to prepare meaningful estimates of the HI
mortality sensitivity.
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REQUIRED SUPPLEMENTARY STEWARDSHIP INFORMATION

Charts 7 and 7A show projections of the net cashflow under the three alternative
fertility rate assumptions presented in table 3.

B

Hatime; DWRTALT

As charts 7 and 7A indicate, the fertility rate assumption has only a negligible
impact on projected HI cashflows over the next 16 years. In fact, higher fertility in the
first year does not affect the labor force until roughly 20 years have passed (increasing
HI payroll taxes slightly) and has virtually no impact on the number of beneficiaries
within this period. Over the full 75-year period, the changes are somewhat greater, as
illustrated by the present values in table 3.
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REQUIRED SUPPLEMENTARY STEWARDSHIP INFORMATION

Net Immigration

Table 4 shows the net present value of cashflow during the 75-year projection period
under three alternative net immigration assumptions: 672,500 persons, 900,000 persons,
and 1,300,000 persons per year.

TABLE 4
Present Value of Estimated HI Income Less Expenditures
under Various Net Immigration Assumptions

Ultimate net immigration 672,500 900,000 1,300,000
Income minus expenditures -$8,299 -$8,492 -$8,525
(in billions)

As shown in table 4, if the ultimate net immigration assumption is 672,500 persons,
the deficit of income over expenditures decreases by $193 billion. On the other hand, if
the ultimate net immigration assumption is 1,300,000 persons, the deficit increases less,
by $33 billion.

Charts 8 and 8A show projections of the net cashflow under the three alternative net
immigration assumptions presented in table 4.
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As charts 8 and 8A indicate, this assumption has an impact on projected HI cash-
flow starting almost immediately. Because immigration tends to occur among those who
work and pay taxes into the system, in the short term payroll taxes increase faster than
benefits, while in the long term, the opposite occurs as those individuals age and
become beneficiaries in a period with much greater health care costs per beneficiary.
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ReaI-Wage Differential

Table 5 shows the net present value of cashflow during the 75-year projection period
under three alternative ultimate real-wage differential assumptions: 0.6, 1.1, and 1.6
percentage points. In each case, the CPI is assumed to be 2.8 percent, yielding ultimate
percentage increases in average annual wages in covered employment of 3.4, 3.9, and
4.4 percent, respectively.

TABLE 5
Present Value of Estimated HI Income Less Expenditures
under Various Real-Wage Assumptions

Ultimate percentage increase in wages - CPI 3.4 - 2.8 39-2.8 44-28
Ultimate percentage increase in 0.6 1.1 1.6
real-wage differential

Income minus expenditures (in billions) -$9,155 -$8,492 -$7,974

As indicated in table 5, for a half-point increase in the ultimate real-wage differ-
ential assumption, the deficit of income over expenditures decreases by approximately
$500 billion.

Charts 9 and 9A show projections of the net cashflow under the three alternative
real-wage differential assumptions presented in table 5.

74



REQUIRED SUPPLEMENTARY STEWARDSHIP INFORMATION

#1860

R (WA

As charts 9 and 9A indicate, this assumption has a fairly large impact on projected
HI cashflow very early in the projection period. Higher real-wage differential
assumptions immediately increase both HI expenditures for health care and wages for
all workers. Though there is a full effect on wages and payroll taxes, the effect on
benefits is only partial, since not all health care costs are wage-related.
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Consumer Price Index

Table 6 shows the net present value of cashflow during the 75-year projection period
under three alternative ultimate CPI rate-of-increase assumptions: 1.8, 2.8, and 3.8
percent. In each case, the ultimate real-wage differential is assumed to be 1.1 percent,
yielding ultimate percentage increases in average annual wages in covered employment
of 2.9, 3.9, and 4.9 percent, respectively.

TABLE 6
Present Value of Estimated HI Income Less Expenditures
under Various CPl-Increase Assumptions

Ultimate percentage increase in wages - CPI 2.9 - 1.8 39-2.8 49-3.8
Income minus expenditures (in billions) -$8,525 -$8,492 -$8,316

Table 6 shows that if the ultimate CPI-increase assumption is 1.8 percent, the deficit of
income over expenditures increases by only $33 billion. On the other hand, if the ultimate
CPI-increase assumption is 3.8 percent, the deficit decreases more, by $176 billion.

Charts 10 and 10A show projections of the net cashflow under the three alternative
CPI rate-of-increase assumptions presented in table 6.

As charts 10 and 10A indicate, this assumption has a large impact on projected HI
cashflow in nominal dollars but only a negligible impact when the cashflow is expressed
as present values. The relative insensitivity of the projected present values of HI cash-
flow to different levels of general inflation occurs because inflation tends to affect both
income and costs in a similar manner. In nominal dollars, however, a given deficit
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REQUIRED SUPPLEMENTARY STEWARDSHIP INFORMATION

“looks bigger” under high-inflation conditions but is not significantly different when it is
expressed as a present value or relative to taxable payroll. This sensitivity test serves as
a useful example of the limitations of nominal-dollar projections over long periods.

Real-Interest Rate

Table 7 shows the net present value of cashflow during the 75-year projection period
under three alternative ultimate real-interest assumptions: 2.2, 3.0, and 3.7 percent. In
each case, the ultimate annual increase in the CPI is assumed to be 2.8 percent,
resulting in ultimate annual yields of 5.0, 5.8, and 6.5 percent, respectively.

TABLE 7
Present Value of Estimated HI Income Less Expenditures
under Various Real-Interest Assumptions

Ultimate real-interest rate 2.2 % 3.0 % 3.7 %
Income minus expenditures -$12,231 -$8,492 -$6.054
(in billions)

As illustrated in table 7, for an increase of 0.1 in the ultimate real-interest rate
percentage, the deficit of income over expenditures decreases by approximately $400 billion.

Charts 11 and 11A show projections of the net cashflow under the three alternative
real-interest assumptions presented in table 7.
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As shown in charts 11 and 11A, the present values of the net cashflow are more sensitive
to the interest assumption than is the nominal net cashflow. This is not an indication of the
actual role that interest plays in HI financing. In actuality, interest finances very little of the
cost of the HI trust fund because, under the intermediate assumptions, the fund is projected
to be relatively low and exhausted by 2019. These results illustrate the substantial sensitivity
of present value measures to different interest rate assumptions. With higher assumed inter-
est, the very large deficits in the more distant future are discounted more heavily (that is, are
given less weight), with the result being that the overall net present value is smaller.
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REQUIRED SUPPLEMENTARY STEWARDSHIP INFORMATION

Health Care Cost Factors

Table 8 shows the net present value of cashflow during the 75-year projection period
under three alternative assumptions of the annual growth rate in the aggregate cost of
providing covered health care services to beneficiaries. These assumptions are that the
ultimate annual growth rate in such costs, relative to taxable payroll, will be 1 percent
slower than the intermediate assumptions, the same as the intermediate assumptions,
and 1 percent faster than the intermediate assumptions. In each case, the taxable payroll
will be the same as that which was assumed for the intermediate assumptions.

TABLE 8
Present Value of Estimated HI Income Less Expenditures
under Various Health Care Cost Growth Rate Assumptions

Annual cost/payroll relative growth rate -1 percentage Intermediate ~ + 1 percentage
point assumptions point
Income minus expenditures (in billions) -$2,990 -$8,492 -$17,531

Table 8 indicates that if the ultimate growth rate assumption is 1 percentage point
lower than the intermediate assumptions, the deficit of income over expenditures
decreases by $5,502 billion. On the other hand, if the ultimate growth rate assumption
is 1 percentage point higher than the intermediate assumptions, the deficit increases
more substantially, by $9,039 billion.

Charts 12 and 12A show projections of the net cashflow under the three alternative
annual growth rate assumptions presented in table 8.
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This assumption has a dramatic impact on projected HI cashflow. The assumptions
analyzed thus far have affected both HI income and costs. However, several factors,
such as the utilization of services by beneficiaries or the relative complexity of services
provided, can affect costs without affecting tax income. As charts 12 and 12A indicate,
the financial status of the HI trust fund is extremely sensitive to the relative growth
rates for health care service costs.

TRUST FUND FINANCES AND
SUSTAINABILITY

The financial status of the HI trust fund has deteriorated significantly, compared with last
year’s estimates; asset exhaustion is projected to occur in 2019 under current law
compared to 2026. This change results primarily from the 2003 legislation and from higher
HI expenditures and lower payroll tax revenues in 2003 than expected (and associated
assumption adjustments). Under the Medicare Trustees’ intermediate assumptions, income
from all sources is projected to continue to exceed expenditures for the next 6 years but to
fall short by steadily increasing amounts in 2010 and later. These shortfalls can be met
with increasing reliance on interest payments on invested assets and the redemption of
those assets, thereby adding to the draw on the Federal Budget. In the absence of correc-
tive legislation, a depleted trust fund would initially produce payment delays, but very
quickly lead to a curtailment of health care services to beneficiaries.
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The HI trust fund is substantially out of financial balance in the long range.
Bringing the fund into actuarial balance over the next 75 years under the intermediate
assumptions would require very substantial increases in revenues and/or reductions in
benefits. These changes are needed in part as a result of the impending retirement of
the baby boom generation.

SMI

Under current law, the SMI trust fund will remain adequate, both in the near term and
into the indefinite future, because of the automatic financing established for Parts B and
D. Because there is no authority to transfer assets between the new Part D account and
the existing Part B account, it is necessary to evaluate each account’s financial adequacy
separately.

The financing established for the Part B account for calendar year 2004, along with a
portion of account assets, is estimated to be sufficient to cover expenditures for that
year and to maintain a minimally adequate contingency reserve. The Part B premium
and corresponding general revenue transfers will need to be increased sharply for 2005
to match projected costs and to restore Part B assets to a more adequate reserve level.

The operations of the Part D account in 2004 and 2005 will relate only to the
transitional assistance benefit for low-income beneficiaries. No financial imbalance is
likely, since the general revenue subsidy for this benefit is expected to be drawn on a
daily, as-needed basis. Potential variations in Part D costs in 2006 and later will
necessitate an adequate asset balance.

For both the Part B and Part D accounts, beneficiary premiums and general revenue
transfers will be set to meet expected costs each year. However, a critical issue for the
trust fund is the impact of the past and expected rapid growth of SMI costs, which place
steadily increasing demands on beneficiaries and society at large.

Medicare Overall

The projections shown in this section continue to demonstrate the need for the
Administration and the Congress to address the financial challenges facing Medicare—
both the long-range financial imbalance facing the HI trust fund and the heightened
problem of rapid growth in expenditures. In their 2004 annual report to Congress, the
Medicare Boards of Trustees emphasized the seriousness of these concerns and urged
the nation’s policy makers to take “prompt, effective and decisive action...to address
these challenges.” They also stated: “Consideration of such reforms should occur in the
relatively near future.”
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CONSOLIDATING BALANCE SHEET
As of September 30, 2004

(in millions)

MEDICARE HEALTH Combined Intra-CMS Consolidated
HI SMI Total Medicaid SCHIP All Others Totals Eliminations Totals
ASSETS
Intragovernmental Assets:
Fund Balance with Treasury $600  $1,943  $2,543  $15,245 $8,323 $459  $26,570 $26,570
Trust Fund Investments 268,080 17,712 285,792 285,792 285,792
Accounts Receivable, Net 16,187 24,795 40,982 125 3 1 41,111 $(40,690) 421
Other Assets:
Anticipated Congressional
Appropriation 5,645 5,645 3,603 9,248 9,248
Other 1 1 1 1
Total Intragovernmental Assets 284,867 50,096 334963 18973 8,326 460 362,722 (40,690 322,032
Cash & Other Monetary Assets 110 350 460 460 460
Accounts Receivable, Net 574 779 1,353 526 26 1,905 1,905
General Property, Plant
& Equipment, Net 36 75 11 9 120 120
Other 28 47 75 6 20 101 101
TOTAL ASSETS $285,615 _$51,347 $336,962 _$19,514 $8,326 __$506_$365,308 $(40,690) $324,618
LIABILITIES
Intragovernmental Liabilities:
Accounts Payable $15,876  $25,438 $41,314 $41,314  $(40,690) $624
Accrued Payroll and Benefits 1 2 3 3 3
Other Intragovernmental Liabilities 77 243 320 $2 $22 344 344
Total Intragovernmental Liabilities 15,954 25,683 41,637 2 22 41,661 (40,690 971
Federal Employee & Veterans’ Benefits 3 6 9 1 10 10
Entitlement Benefits Due & Payable 15,043 14,832 29,875 19,354 49,229 49,229
Accrued Payroll & Benefits 16 31 47 4 51 51
Other Liabilities 1,340 752 2,092 12 2,104 2,104
TOTAL LIABILITIES 32,356 41,304 _73.660 19.361 34 93,055 (4_0,690) 52,365
NET POSITION
Unexpended Appropriations 7,750 7,750 $8,323 349 16,422 16,422
Cumulative Results of Operations 253,259 2,293 255,552 153 3 123 255,831 255,831
TOTAL NET POSITION §253|259 §10|043 §263i302 $153 §8i326 $472 §272|253 §272|253

TOTAL LIABILITIES & NET POSITION $285,615 $51,347 $336,962 $19,514 $8,326 $506 $365,308

$(40,690) $324,618
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CONSOLIDATING STATEMENT OF NET COST
For the Year Ended September 30, 2004

(in millions)

MEDICARE HEALTH Combined  Intra-CMS Consolidated
HI SMI Total Medicaid SCHIP All Others Totals Eliminations Totals
NET PROGRAM/ACTIVITY COSTS
GPRA Programs
Medicare $166,328 $103,420 $269,748 $269,748 $269,748
Medicaid $177,060 177,060 177,060
SCHIP $4,611 4,611 4,611
NET COST—GPRA PROGRAMS 166,328 103,420 269,748 177,060 4,611 451,419 451,419
Other Activities
CLIA $4 4 4
Ticket to Work Incentive 34 34 34
NET COST—OTHER ACTIVITIES 38 38 38
NET COST OF OPERATIONS 166,328 $103,420 $269.748 $177,060 $4.611 $38 $451.457 $451,457

CONSOLIDATING STATEMENT OF CHANGES IN NET POSITION
For the Year Ended September 30, 2004

(in millions)

MEDICARE HEALTH Consolidated
HI SMI Total Medicaid SCHIP All Others Totals
CUMULATIVE RESULTS OF OPERATIONS
Beginning Balances $241,625  $10,720 $252,345 $78 $2 $133 $252,558
Budgetary Financing Sources:
Appropriations Used 9,257 94,734 103,991 176,699 4,607 207 285,504
Nonexchange Revenue 168,775 1,602 170,377 170,377
Transfers-in/out
Without Reimbursement (80)  (1,363) (1,443) 434 5 (179) (1,183)
Other Financing Sources:
Transfers-out
Without Reimbursement 0] m 0]
Imputed Financing from Costs
Absorbed by Others 10 21 31 2 33
TOTAL FINANCING SOURCES 177,962 94,993 272,955 177,135 4,612 28 454,730
NET COST OF OPERATIONS 166,328 103,420 269,748 177,060 4,611 38 451,457
ENDING BALANCES §253|259 §2,293 §2551552 $153 §3 $1%3 §255|831
UNEXPENDED APPROPRIATIONS
Beginning Balances $45  $3,380 $3,425 $9,755 $261 $13,441
Budgetary Financing Sources:
Appropriations Received 9,257 96,839 106,096 $182,754 3,175 305 292,330
Appropriations Transferred-in/out (1,208) (1,208)
Other Adjustments (45) 2,265 2,220 (4,847) (10) (2,637)
Appropriations Used (9,257)  (94,734) (103,991) (176,699) (4,607) (207) (285,504)
TOTAL FINANCING SOURCES (45) 4,370 4,325 (1,432) 88 2,981
NET COST OF OPERATIONS
ENDING BALANCES $7,750 $7,750 $8,323 $349 $16,422
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COMBINING STATEMENT OF BUDGETARY RESOURCES
For the Year Ended September 30, 2004

(in millions)

MEDICARE Payments to All Combined
HI SMI Trust Funds Medicaid SCHIP Others Totals
Budgetary Resources:
Budget Authority:
Appropriations received $179,760 $123,676 $106,096 $182,754 $3,175 $4,512 $599,973
Net transfers (1,208) (1,208)
Other
Unobligated Balance:
Beginning of period 45 7 459 511
Net transfers, actual
Anticipated transfers balances
Spending authority from offsetting
collections:
Earned:
Collected 71 71
Receivable from Federal sources
Change in unfilled customer orders:
Advance received
Without advance from Federal
sources 3 3
Anticipated for rest of
year, without advances
Transfers from trust funds 168 3,590 3,758
SUBTOTAL 168 3,664 3,832
Recoveries of prior year obligations 7,257 1,826 94 9,447
Temporarily not available pursuant to
Public Law (13,941) 10,020 (3,921)
Permanently not available (45) (10) (55)
TOTAL BUDGETARY RESOURCES $165,819 $133,696 $106,096 $189,241 $5,008 $8,719 $608,579
Status of Budgetary Resources:
Obligations Incurred:
Direct $165,819 $133,696 $103,991 $183,330 $5,008 $5,485 $597,329
Reimbursable 74 74
SUBTOTAL 165,819 133,696 103,991 183,330 5,008 5,559 597,403
Unobligated Balance:
Apportioned 2,105 5,884 2,367 10,356
Exempt from apportionment
Other available
Unobligated Balance not available 27 793 820
TOTAL STATUS OF BUDGETARY RESOURCES $165,819 $133,696 $106,096 $189,241 $5,008 $8,719 $608,579
Relationship of Obligations to Outlays:
Obligated Balance, net,
beginning of period $16,235 $16,404 $8,797 9,748 $102 $51,286
Obligated Balance transferred, net
Obligated Balance, net, end of period:
Accounts receivable (1,691) (1,691)
Unfulfilled customer orders from
Federal sources 8) 8)
Undelivered orders 439 142 8,323 1,551 10,455
Accounts payable 15,651 15,837 9,315 765 41,568
Outlays:
Disbursements 165,964 134,121 $103,991 $175,285 4,607 4,441 588,409
Collections (168) (3,155) (3,323)
SUBTOTAL 165,964 134,121 103,991 175,117 4,607 1,286 585,086
LESS: OFFSETTING RECEIPTS 11,547 125,078 136,625
NET OUTLAYS $154,417 $9,043 $103,991 $175,117 $4,607 $1,286 $448,461
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GROSS COST AND EXCHANGE REVENUE
For the Year Ended September 30, 2004

(in millions)

PROGRAM/ACTIVITY INTRAGOVERNMENTAL WITH THE PUBLIC Consolidated
Gross Cost Less: Exchange Revenue Gross Less:  Net Cost of
Combined  Eliminations  Consolidated ~ Combined  Eliminations Consolidated Cost  Exchange Operations
NET PROGRAM/ACTIVITY COSTS
GPRA Programs
Medicare
HI $364 $364 $2 $2  $167,771 $1,805  $166,328
SMI 147 147 3 3 133,617 30,341 103,420
Medicaid 20 20 177,040 177,060
SCHIP 4,611 4,611
SUBTOTAL 531 531 5 5 483,039 32,146 451,419
Other Activities
CLIA 23 23 41 60 4
TWI 34 34
SUBTOTAL 23 23 75 60 38
PROGRAM/ACTIVITY TOTALS $554 $554 $5 $5  $483,114  $32,206  $451,457
CONSOLIDATED INTRAGOVERNMENTAL BALANCES
For the Year Ended September 30, 2004
(in millions)
*TFM Fund Bal.
Dept. with Accounts
Code Treasury Investments Receivable Other
INTRAGOVERNMENTAL ASSETS
Agency
Department of the Treasury 20, 99 $26,570 $285,792 $9,248
Department of Commerce 13 1
Railroad Retirement Board 60 $421
$26,570 $285,792 $421 $9,249
*TFM Environmental Accrued
Dept. Accounts & Disposal Payroll
Code Payable Costs & Benefits Other
INTRAGOVERNMENTAL LIABILITIES
Agency
Department of the Treasury 20, 99 $309
Office of Personnel Management 24 $3
Social Security Administration 28 $620
General Services Administration 47 1
Department of Health and Human Services 75 4
All Other Federal Agencies 24
$624 $3 $344
*TFM Non-exchange Revenue
Dept. Earned Gross Transfers-in
Code Revenue Cost
INTRAGOVERNMENTAL REVENUES & EXPENSES
Agency
Department of Agriculture 12 $1
Department of Commerce 13 2
Department of Justice 15 $2 114 $315
Department of Labor 16 1
Department of the Treasury 20, 99 2 (25)
Department of Defense 17, 21 (51) (147)
57,97
Office of Personnel Management 24 87
Social Security Administration 28 38 3 $(1,741)
General Services Administration 47 54
Railroad Retirement Board 60 435 6)
Department of Transportation 69
Department of Health and Human Services 75 3 251 8
Department of Housing and Urban Development 86
All Other Federal Agencies 55 )
$5 $554 $581 $%(1,764)

* Treasury Financial Manual
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Office of Inspector General

Washington, D.C. 20201

OEC 3 2004

TO: Mark B. McClellan, M.D., Ph.D.
Administrator
Centers for Medicare & Medicaid Services

FROM: Daniel R. Levinson M /@ W

Acting Inspector General

SUBJECT:  Report on the Financial Statement Audit of the Centers for Medicare
& Medicaid Services for Fiscal Year 2004 (A-17-04-02004)

This memorandum transmits the independent auditors’ reports on the fiscal year (FY)
2004 financial statements, conclusions about the effectiveness of internal controls, and
compliance with laws and regulations of the Centers for Medicare & Medicaid Services
(CMS). The CMS audit supports the Department of Health and Human Services audit, as
required by the Chief Financial Officers Act of 1990 (Public Law 101-576), as amended.

We contracted with the independent certified public accounting (CPA) firm of
PriceWaterhouseCoopers, LLP (PwC), to audit the CMS financial statements, with the
exception of the CMS health programs, as of September 30, 2004 and 2003, and for the
fiscal years then ended. We contracted with the independent CPA firm of Ernst and
Young, LLP (hereafter referred to as other auditors) to audit the financial statements of
the CMS health programs as of September 30, 2004, and for the fiscal year then ended.
PwC'’s opinion expressed on the CMS financial statements, insofar as it relates to the
amounts included for the health programs, is based solely on the report of the other
auditors. The contracts required that the audits be performed in accordance with auditing
standards generally accepted in the United States of America; the standards applicable to
financial audits contained in the “Government Auditing Standards,” issued by the
Comptroller General of the United States; and OMB Bulletin No. 01-02, Audit
Requirements for Federal Financial Statements.

Results of Independent Audit

Based on its audit and the report of the other auditors, PWC found that the fiscal years
2004 and 2003 CMS consolidated/combined financial statements were fairly presented,
in all material respects, in conformity with accounting principles generally accepted in
the United States of America. However, during testing of internal controls as of
September 30, 2004, PwC noted certain matters involving internal controls over financial
reporting that were reportable, of which three were deemed to be material weaknesses
under standards issued by the American Institute of Certified Public Accountants.
Specifically, PwC reported significant weaknesses regarding CMS’s financial systems,
analyses, and oversight for its Medicare and health programs, as well as weaknesses in
the Medicare electronic data processing controls.
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e Financial Systems, Analyses, and Oversight—Medicare Programs. Although CMS
continued to make progress in providing reliable financial information, CMS
remained impaired by the absence of a fully integrated financial management system
to accumulate, analyze, and report financial information in a timely manner. Further,
CMS lacked a coordinated process to monitor activities, identify situations in which
accounting evaluation or decisionmaking may be necessary, and effectively and
efficiently implement changes to its financial statements.

e Financial Systems, Analyses, and Oversight—Health Programs. The lack of an
integrated financial management system continued to impair CMS’s ability to
adequately analyze and monitor its financial balances reported for the health
programs. In addition, deficiencies were noted in the oversight of regional offices
and the estimation procedures for entitlement benefits due and payable. The
processes to estimate improper payments were also incomplete. Overall,
communication needed to be improved to ensure that critical material issues were
considered and addressed timely for financial reporting purposes.

®  Medicare Electronic Data Processing. To administer the Medicare program and to
process and account for Medicare expenditures, CMS relies on extensive information
systems operations at its central office and Medicare contractor sites. Although
improvement since the FY 2003 audit was noted, numerous general and application
control weaknesses were identified in areas such as entity-wide security programs and
access and change controls.

Exclusive of the Federal Financial Management Improvement Act of 1996 and the
Improper Payment Information Act of 2002, PwC disclosed no instances of
noncompliance that are required to be reported under “Government Auditing Standards”
and OMB Bulletin No. 01-02,

Evaluation and Monitoring of Audit Performance

We reviewed the audit performed on the CMS financial statements by:

» evaluating the independence, objectivity, and qualifications of the auditors and
specialists;

¢ reviewing the approach and planning of the audits;
e attending key meetings with auditors and CMS officials;
¢ monitoring the progress of the audits;

¢ cxamining audit documentation related to the review of internal controls over
financial reporting;

» reviewing the auditors’ reports; and
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e reviewing the CMS Management Discussion and Analysis, Financial Statements
and Footnotes, and Supplementary Information.

PwC is responsible for the attached auditors’ report dated December 2, 2004, and the
conclusions expressed in the report. Our review, as differentiated from an audit in
accordance with U.S. generally accepted government auditing standards, was not
intended to enable us to express, and accordingly we do not express, an opinion on
CMS’s financial statements, the effectiveness of internal controls, whether CMS’s
financial management systems substantially complied with the Federal Financial
Management Improvement Act, or compliance with laws and regulations, However, our
monitoring review, as limited to the procedures listed above, disclosed no instances in
which PwC did not comply, in all material respects, with generally accepted government
auditing standards.

If you have any questions or comments about this report, please do not hesitate to call
me, or your staff may call Joseph E. Vengrin, Deputy Inspector General for Audit
Services, at (202) 619-3155 or through e-mail at Joseph.Vengrin@oig.hhs.gov. Please
refer to report number A-17-04-02004 in all correspondence.

Attachment

ce:
Kerry N. Weems
Acting Assistant Secretary for Budget, Technology, and Finance

George H. Strader
Deputy Assistant Secretary, Finance
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Report of Inilep enulernd Amlitors

To the Administiator of the Centers for MMedicate atcl Mecdicaicd Senvices atcl
the Ihspector Genersl of the Department of Health ancd Hurman Sedvices

We heave andited the accom patying consolidated balance sheets of the Centers for iedicate
anct Inlecicaic Se rvices (OIS ) and its components as of Jeptember 30, 2004 ancd 2003, and the
telated consoliclated statements of net cost, changes in het position anc financ ing, anel the
cotnbined statements of bocdgetaty tesouces for the vears then endec. These financial

stateme nts are the tesponsibility of CIWIS s management. O tesponsibility is o express an
opinion oh these finathcial state tnents based on ongandits.

We dicl not andit the financial stateme nts of the Health Programs which ate a major sibset of
the CIWE actniniste el progiatms, which state ments teflect total comibine o asse ts of $28,545
atcl $28,057 million atcl total combined net costs of $ 181,700 and $165,124 million, a8 of atl
forthe weats ended Seplember 30, 2004 anc 20035, Those statements ancd financial information
etk ancite d by otheranditons whose weports the teon have been firnishe o to s, ancd onr
opinioh expressed hetein, insofaras it elates to the arounts incInded for the Health Fiogiatms,
i based golely on the teporty of the otherancditors.

We conclucted o andits in accofdance with anditing standards gene tall v acceptedd in the
Urnitec] States of America; the stancarcly applicable to financial andits containecd in
Govarsront Ak ng Sandards, issved by the Comptioller General of the United S tates; and
Office of Management and Budget (OLE) Bulletin Mo, 01-02, Awk s Fasperarards o
Fodaral K nasaal Statorwaniz. Those stancdaicds tequite that we plan and peiform the awcdit 1o
obitait teasonabile assuiance about whe ther the financial stateme nts ae fiee of material
tnigitatement. An audit includes examining, on a test basis, evide nee supporting the amonnts
atwl ciszlosuies in the financial staternents. Ao andit also inclodes assessing the accounting
principle s naecd ancd d@onificant e stireates macde by managetne nt, aswell as evaloating the
overall finatcial statetnent presentation. We beliewve that ourandits and the 1eports of other
anclitors provide a 1easonable bagis forong opinion.

[n onr opitdon, baged on ongaudits ancd the teports of othe s anditoss, the consoliclate o anc
commbinect financial statetnents teferred to above, present fairly, in all material e e ot the
financial position of CIWS and its compone ity a8 of Se ptetnber 30, 2004 anc 2003, and their
net cost, changes in net position, tadge fary 18 souices, ancl 1econciliation of net cost to
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Fepaort of Independent Auditors

buclgetary tesonices fof the vears then ended in conformity with acconnting principles
genetally accepted in the Tnited States of America.

Az disengged in Mote 1 to the financial staternents, the Cifice of Manage ment ancl Bacdget has
exempted ChE fiotn certain tequitetne nts of OB Citcwlar Mo, A-11, Praparakon,

Anbrrag o asd Exacull o of tha Budgat. Specifically, forthe IWedicate program, Chi is
exetnpted fiom teporting tecoveries: of prior yeat obligations on the statement of buacze tary
IBSONICE S,

O andlit was conducted forthe porpose of forming an opinion on the consolictatecd anc
combinecd finateial statements of CIWIS and its components taken a4 a whole. The
suppletnentary information, which inclucdes the e gquitecd combining statement of baczetary
tesonices ancl the consolidating financial statetnents, is presented for porpose s of additional
analysis and i hot a tecquited part of the consolidated o combined financial statements. Such
information has been subjected to the anditing proce dies applied in the audit of the
consolicate d ancd combinecd financial statements and, in owr opinion, ae faily stated in all
tnaterial tespecty in 1elation to the consolictatedl ancl combinec financial statements taken as a
rhole.

The Managetnent™s Discussion ancl & nalvsis (WO &), Beguited Supple mentary Information
(FR T and Requited S upplementary Stewarcdship Information (FS 3T ate not a tequited part of
the finatcial staterents bt ate supple mentary information teguited by the Fede1al
Accounting 5 tancads Advisory Board and OB Bulletin tlo. 01-09, Fowe asd Cormda st of
Aganay Finana al Satoronts. We have applied cettain litited procecuges, which consistec
prineipally of inguiries of managerment egaiting the me thods of fmeasie ment ancl
presentation of the DA, BST and B551. However, we clid not andit the information anc
BXR:E D0 ofpition on it

The otheraccotn panying information i presentec for porposes of additional anal wis anc is
twot & 1equite ol part of the financial statements. Such information has not been subjectec to the
anditing procechies applied in the andit of the consoliclate o ancd combined financial statements
ancl, accorclingly, We expie s no opition on it.

In accordance with Goverront Aukiing Samdards, we have also issmed a teport dated

Dece miher 2, 2004 on owr consicderation of WIS internal control anc a e part datec
Decetnber 2, 2004 on ChI s compliance with laws and tegulations. The purpose of thoss
1eports is to describe the scope of our esting of interhal control over financial 1eporting anc
compliance ancl the teslts of that testing, ancd not to profdide an opition on the internal control
over finatcial 16 porting or on compliatce . Those 1eports ate integral part of an audit
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performed in accordance with Govarsesant Ak £rng Standards and should be 1ead in
cotjunction with this 16 ot in cohsidering the esults of ongandits.

Decetnber 2, 2004
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Report of Indep envlerd A wlitors on Corip Hance with Linv s anl Regulions

To the Administiator of the Centers for MMedicate atcl Mecdicaicd Senvices atcl
the Ihspector Genersl of the Department of Health ancd Hurman Sedvices

We heave andited the accom patying consolidated balance sheets of the Centers for iedicate
anct Inlecicaicl Je rvices (CIWIS ) and its components as of 3epternber 30, 2004 ancl 2003 ancd the
telated consoliclated statements of net cost, changes in het position anc financ ing, anel the
cotnbited statements of bocdgetaty tesomice s for the wears then enced anc issuecd ong 1eport
the teon dated Deceraber 2, 2004, We concuc fed ourawdits in accorclance with ancditing
stancdarcly generally acceptecd in the Unitecl States of America; the stanclarcs applicatile to
financial audits contained in Govmrmar Aok £y Stamdads, issued by the Comptioller
General of the United States; and Office of Matageme nt anc Budget (ONB) Bulletin Ho. 01-
02, Ak ¢ Rocperarmants for Fodaral Rnanaal Sataranis,

We dicl not andit the financial stateme nts of the Health Progratms which ate a major sibset of
the CIWE actninigte recl programes, which state ments teflect total combine o asse ts of $28,3<40
atel $28,057 million ancl total combined net costs of § 181,700 and $1066, 124 million, as of atil
forthe weats ended Seplember 30, 2004 anc 20035, Those staternents wete andited by other
anclitors whose 18 oty thereon hiag been firnighed o us, and our teport on Chi * compliatee
with lawrs ancl tegulations herein, insofaras it telates to Health Progratme, is bagec solely on
the 1eports of the other anditors.

The managernent of CTWIS is espongible for com plinnce with Iawrs and egulations. A& part of
obfaining 1easonable assnrance abont whether the financial staterments are fiee of mate 1ial
mistatement, we perforimecd tests of the compliance with certain provisions of Iaws ancd
egulations, noh-compliance with which conld have a ditect ancl mmaterial effect on the
fetermination of financial statement amonnts, and certain other laws ancl 1e glationg specifiec
in OB Bulle tin +o. 01-02, including the tequiteme nts tefertec to in the Federal Finane ial
LIanage ment Improverment Act (FEITA) of 1090, We limited our tests of compliance o the se
provisions anc we did not test compliance with all lawrs anc iegulations applicable to CTWIS.
Howewer, prorviding an opition oh cormfpliance with those fpoovisions was not ah objective of
o anclit anel, accordingly, we clo not express such an opinion.
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The tesults of onr fests ancd otheranditors” fests of CVIS ™5 complianee with Iaws anc
tegulations, described in the preceding paragiaph, exclugve of FFWVIA o other tnattess that
ate tecpuitec to e 16 portec wncle 1 Sewaere o e Starcdods ancd OWB Bulletin #o. 01-
02, tesultecd in one ingtance of hon-complinnce as dessribecd be low.

CHhIT hasbegun o implernent the tequitetnents of the Impioper Pavients Information Act of
2002 (IFI&). Although ChE has not compliedd with OB S IPLA gnidance, CIWIS has
itnplementect a process that tneasuies the paviment acowacy tates for the Medicae fee-fo-
HETVICE JIOFIAN.

Uneler FFWILA, we ate tequitecd to tejport whether CTWIS s financial managetment swaterns
substantially cotnply with the Federal financial managetnent systems tequitetne nts, applicable
Federal acconnting stancarcls, ancd the Unitec States Governtnent Stancard Genesal Ledger at
the transac tion 1evel. To me et this tequite ment, we performed tests of complianee with
FFMIA section 803(a) tequitements. The tesults of our tests disclosed instances, notec te low
where CIS s financial manaZe tnent sneteme did not substantially comply with Fedeal
financial tnahagement systetns egquitements and the 7.5, Government Sancdard General
Ledgerat the tratsaction level.

In our 1epo1t on interhal control dated Decernber 2, 2004, we eportecd material weakne sses (of
which one 1elates to the Health Piograms and isbaged solely on the teport of the other anditors
1eferiect to in the second paragiaph of this tepoit) elated to interhal contiols surouncding
financial systems, analyses and oversight as well as internal contiols surrounding electionic
data procesging . We believe that these matters, taken together, teqdesent substantial hon-
cotnpliance with the Fede1al finatcial nanage mment @sstem equiteme nts uader FFWIA . In
aclcition, CIWIS hag not et inpleme nted the HIGL AS gene sl ledger systern ancl ag a 1e:lt is
not compliant with the .5 Governtnent Statclard General Ledgerat the transac tion 1ewvel.
Further cle tails snrrounding these findings, fogether with o 1e comn endations forcoriec tive
action hawe been teported s parately to OIS i our e poit o internal contiol datecd De cetnber
2, 2004,

This e o1t i intended solely forthe information ancd vse of the manage ment of CvE at the
Department of Health ancl Homan Secvices (HHS), the Office of the Inspector General of
HHS, the OB, ancl Congiess. This tejport 5 not intencded to be ancd should not be nsecd by
anyone other than these specified parties.

M@M’w LLP

Decetnberd, 2004
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Report of Inulep ervlent Amwltors onIntermal Conirol

To the &dministiator of the Centers for MWledicate anc Medicaid Services atil
the Inspector General of the Department of Health and Human Sevices

We have andited the accompantying consolidated balance sheets of the Centers for Iiedicate
ancl InIedicaid Services (CIWIS ) and its components as of Septernbe 30, 20044 anc 2003, ancd the
1elatecl consoliclated statements of net cost, changes in het pos:dtion ancd financing, anc the
cotnbined staterne nts of bucgetary tesonices forthe wears then encecd ancd have isned a eport
theteon catecl Decerber 2, 2004, We conducted onrandits in accordance with awditing
statclacs generally acceptec in the Tnitecl States of America; the stancdards applicable to
financial ancits contained in Govarsmemasnt Ak g Sasdards, isaned by the Comptioller
General of the Thited States; anc Office of MManagement anc Budget (OB Bulletin Ho. 01-
02, Auck ¢ R epgrarands for Fodaral Franaal Satorarnis.

We did not andit the financial statements of the Health Fiograms which ate a major sibset of
the CIE aclinindsterec progiams, which state ments e flect total ¢ ommbine o asse s of 28,345
ancl $28.057 million and total combined net costs of § 181,709 anc $1066,124 million, as of atil
forthe weats ended September 30, 2004 ancd 2003, Those state tments were andited by other
anclitors whose 18 port the teon has been frnishecd to v, ancl o 1e port on CWWISs internal
cotitiol hetein, ingofaras it telates to the Health Piograme, is bagecd solely on the teports of the
ather anditors.

In planhing ancl performing onrandit, we consicdered ChIs ' internal contiol over finateial
teporting by obtaining an uhderstancing of Cvls s internal control, detertninec whether
internal controls hadbeen placed in operation, assessed contiol isk, and performed e sts of
contiolsi it oreler to dete rinine onganditing pooceciges forthe porpodse of e Xpessing ong
opition o the consolidated ancd combinecl financial state ments ancl not o provicde ah opition
on the internal controls. We limited o contiol testing to those contols necessaty o achieve
the following SWIB contiol objectives that poowvicde teasonabile, but not absolute assurance,
that: {1} transactions ate prope 11y tecorcled, proce sgedd, and mmmatized to permit the
prepaiation of the consolicatect and combine d financial state ments ancd Kecuited
supplementary Stewarclship Information (RS 5T in accordate e with accounting frine iple s
gehe1ally accepted in the Tnited States of America, and to safeguatd asets against 1o fom
nnanthorize o acouisition, wse, o dispogition; (23 trangactions ate e xecuted in compliahce with
laws governing the nge of bucdget anthority, other laws ancd tegulations that conlid hawve a dizect
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ancl material effecton the consolidated financial staternents or RS 5T ancd any othe 1-lars,
tegulations, anc governme nt-wricle policies identified in Appe ndix C of OWVIEB Bulletin Mo, 01-
02; anc (3) trahsac ions anc other data that support teported performance measies aig
properly tecoided, processed, anc sutntnarizecd to pernit the e patation of performance
information in accortlance with crite ria stated by management. We dicl not fest all inte rnat
continls 1elevant to the operating objec tive s broacdly definecd by the Fecderal Nhnagers'
Financial Integrity Act of 1982, O porpose was not to provide an opinion on SIS interhal
conitinl. Accordingly, we do not expiess an opinion on inferhal contiol.

Chycoticderation of the internal contiol over financial teporting wonld not necesgarily
dlisclose all matters in the internal control over financial teporting that might be mate 1ial
weaknesses. Under stancdacds smed by the Smerican Institode of Cerfified Pablic
scconntanty (ATCEA) and OB, teportable condiions ate matte 15 cotning to ourattention,
that it our jucdgment, shonlcd be comtinicated becans: they tepaesent significant deficiehe ies
i1 the design oroperation of the interhal contiol that, conlad acdversely affect the agency™s
dbility fo tneet the internal control objectives 1elated fo the 1eliability of finatcial 16 porting,
complianee with lars and reguwlations, and the 1eliability of performance teporting previonsly
noted. Material weaknesses ate teportable conditions in which the desigh or operation of one
ofr tnoie of the interhal contiol components does not 1ecice to a telatively low level the 1igk
that ertogs, francd or noncompliance ih atnounts that wonld be material in 1elation to the
cotsolicated and combined financial stateme nts o BS5T being audited, of tnaterial to a
peifommance measue or aggiegation of 1elated performance measiMes, may oo ancl not be
detected within a titnel v period by employees in the normal contse of performing their
assignec functions. We noted cettain matters, discussedd at the encd of this 1eport, itrvoleing the
internal control ane its operation that we consicder to be material weaknessz 4 (of which one
1elates to the Health Piogiarms and isbaged solely on the teport of the otheranditors tefertec 1o
it the seconct paragiaph of this teporf).

In addition, we consicdered ChI 8 internal contiol over BS 51 by obtaining an naderstanding of
CIWIS s internal contol, determining whe ther thege internal contiols hadbeen placecd in
operation, assessing contiod sk, and performing tests of contiols as tequited by OB Bulletin
Mo, 01-02, and 1ot to poovide asmiahee on these contiols, Accoitingly, we o not provicle an
Opition o sch contols,

With tespect to internal contiol televant to data that support teported performance measues,
we obtained an nhderstanding of the design of significant internal contiol 1elating to the
existence ancl cornpletensss agse tions, as tequited by OB Bulletin Mo, 01-02. Cnr
procechues weie not de:dgned o provide assmance on internal contol over teportect
performantce measies. Accoithngly, we co not e xjdess an opinion on such contiol.
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Material Wealaoiesses -- Medicare Program

Crverthe past wear, O has mace pIogiess in adciessing the finaheial syeterns, anal vwees anc
oversight weaknesses notecd during fiscal year 2003

TS 1eferted an adcitional $523 million in celisguent debt o Treasury, which brings
the total teferraly to approximately 00% of all eligible debt

CIIS continned the wse of workgiongs: comprisac of central office ancl 1e gional office
cotsortia staff to serve as sibject tnatte r experts tesponsible foradodessing fon key
ateas: follow 1 on cottective action plans (CAFE), 1econe diation of fonds e xpended to
pdct claitns, tenc anal wees, ancd internal contiols.

CIIS continned performing Statetment on Sawliting Stancacls Mo, 70 (5485 70) 1eviews
docunenting ancd assessing inte rmal contiols at Iedicate contractor sites. Thess
tEviewrs inclucle asse ssing contractors' progiess in implermne nting corrective actions for
POI0T IR VIRS.

Finalizel the Certification Package on Inte mal Contiols (CFIC) onsite atel desk teview
protocol. Concucted onsite 1eviews at select Mecicate contractors to continne o
developand comrnnicate a heighte ned arate ness of internal controls within the
Mleclicate contrac tor community.

Contitmed to tevise, clarify, and isme W dicate contractor finaneial reporting
ingtruc iohs, forexarple, 1evising policies iegatding the caleulation of the allowahce
foruneollectivle acconnts, tecogniming and teporting ciedit balance ecefvables, ancl
1ecognizing ancl teporting unsolicite dsolontary iefincds.

While progie:s has been macle charing the current yeart;, we continned to note significant
weaknesges egatcing OIS financial systems, anal wees ancd oversight ancd Medicae
electionic data processing .
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Flianicial Systems, Analyses atud Oversight (Repeat CorudHioniy
Chrgriten

OB Cicular A-127 1equites that finaneial statetne nts be the colmination of a systematic
accounting process. The statements ate o 1esnlt fiom an accounting swstetn that isanintegral
patt of a total financial management syste m containing sufficient stouctue, effective internal
conitiol, ancl 1eliable data. CIWIS 1elies on cdece ntralizedl poocesses ancd cotnpler systetns—rmany
within the IWedicate Conttactor organizations anc CIT tegional office s—to accunulate data
for financial teporting. &n inte grated finaneial syste tn, sufficient noibe rof progpeny trainecd
personte] and a stong oversight Mnction are heeded to ensuie periodic anal wees ancd
teconciliations ate completed to detect and esolve erors ancd inegulaities in a time Iy manner:

Lok of Inte grited FiAancio. Adwnegertent Satan

ChIz%s fihancial tnanagement systems ate not compliant with the Fedetal Financial
hiahagement Impaoetnent Act of 1995 (FFIWVIA). FEIWLA equiies agencied to impde ment ancl
tnaintain financial managetnent systerns that comply with Federal financial manageme nt
syatetns tequiteme nts as cefined by the Joint Financial hanagerne nt Impiowve tnent Progiatm
(IFIIIF). Ivbie specifically, FFIWILA tequites: Federal agencies to have an integrated finateial
tmanagetnent system that provicdes effec tive anc efficie nt intertelationshi pe be toreen sofhoate,
hatthrate, personnel, procecnies, contiols, ancd cata contained within the systems. The lack of
an integratecd finatcial manage ment sywte m continnes o impaic CIWIS "5 ability to e fficienty
ancl e ffectivel v sppoort ancl analyze accounts 1eceivable ancd othe r financial 1eporty.

Forexatnple, hedicare conttactors cutie ntly 161y on a combination of olaitng processng
grpstems, peisohal compnter baged softwate applications anc otherad hoe syatetns o tabnlate,
sumrnatize and prepate information presentec to SIS on the 750 — Sfatetne nt of Financial
Fosition Feports and the 751 — Statos of Accounts Beceivable Reports. These 1eports ate the
primary basis for the accounty 1ecefvable atnonnts e portecd within the financial state ments
Becange CIWIS, and the CTWIS contractors, o not have a JFIWIF cotm pliant financial
matagernent syatetn, the e paration of the 750 anc 751 1eports, ancd the eview ancl

tmoni toring of individual accounty 1ecefvabile, ate cdepe nclent on labor intensive mannal
procesges thatate @bject to an incieased sk of incohsiste nt, ihe omplete o ihaccuate
information being sibnittect to ChIT. Likewise the teporting mechanism nged by the O
cotitractors to econcile atcl teport foncds expendedd, the 1522 — Monthly Contractor Finatcial
Repott, is heavily depencle nt on inefficient, labor intensfve, matnal processes, that are also
subject to an incieased 1igk of inconsistent, incomplete, o inaccnrate inforration be ing
subinitted to CTVE.
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The lack of integration in financial teporting i cleatl v demonstrated thiongh the esults of the
S48 T0 teviews performed at Medicate Contractors during the current fiscal wear. These
teports noted a total of 23 auditor gualifications 1elated to financial teporting contiol
objectives at seven of the fourteen contrac tors whe e 1eviews wete cotmpleted. This indicates
a potential problemn in telying npon the data as e portec withowt completion of significant
teview by the 1egional and central office . This prevents the titne Iy nge ancd 1eliance of this
information by both operations ancd financial 16 porting e rsonnel. Forexarn ple, the
contractors ate nhable to e poit all information tequired for the completion of gquarterly
fihancial statetne nts in accordance with GIWIE titnelines atc prosedde s onl ¥ toind tnal
information at yearencl which supports the cotpletion of financial statetme nts b cloes
provicle enongh data for oversight and manageme nt of the contractory” activities.

Fecotntne iilation

Esfabilish an integrated financial manage ment spatetn for nge by Mecicare contractors aned the
CIvz central ancl 1egional offices to promote cohsistenc ¥ anc 1elisbility in 1ecording anc
teporting financial information, including accounty 1ecedvable anc claims ac tivity.

Managed Care OF FoRifmion Cversight

Fw noted ito proiveme nit in the itm pleme ntation of formal policies ancd procecdiies anc
documentation to sugmoort the processing, approeal and acceptance of applications for managecd
catk oigatizations applving o join the Managecd Cate program. ChIT i in the process of
imguing final rles irnple menting the Medicae Advantage poogiatn which 1eplace s the
MiledicateHZhoice managecd cale progiatn. A4 such, Chis plang to poowvice extensive technical
agsistance and training o plang, providers anc internal staff which should 1ead to impdoiec
tnonitoring of the managecd cate program. Howewer, duing our testing, P noted other
toathe s that indicate inadequate monitoring of manag ed cate organizations by both the central
office anc tegional offices as a eault of the follmring

v The matagement systetn nged by central office to monitor the execution and stats of
managed cate organization 1eviews performecd by the tegional office is not being
npdatect on a titne Iy basis. PuC notecd instances where the manageme nt swstetn had not
been wpoclated to teflect changes in the monitoring ewier dates. We notecd tuo
terminated plats that whete schednled for weview. We also found evidence of duplicate
plan iclentification munbets in the system.

v A discusged last year, Ch was nhable to provdide to Puc sufficient docume ntation 1o
evidence the on-going monitoring of tmanagecd cate organizations by the egional
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offices in accorclance with the CIWIS policies and procechues. A& a egnlt of this wear’s
anclit proce dutes we continued to identi fiy inconsiste neie s 16 gattling the docune ntation
that was available foreview. The docwnentation maintainecd by the egional offices 1o
suppoit the execution of monitoring teviews performed at mataged cate orFanizations
i inconsistent ancl in some ingtances incomplete due to the lack of establishec
docunentation policies fortegional office 1eviews.

¢ Theie ate ho tailorect policies atcl procecides for tmonitoring 1ende s telated to
detnonstiation projects. These ate specialized health cate pIogmameiserices establishec
1o acchess the needs of specific beneficiary popdations. The cuient process for
tnoni toring 1eviewrs of demonstration projects performed by the tegional offices mitTor
the stancard poocedies nsed forexisting non-cemonstration pooject managed cate
oigatizations. Howewver, such an appioach coes not contern plate oradoiess the undgne
tequiietne nti o complexities that each demonstration project may possess.

v«  FPwC noted instances of ihacdequate policies, documentation and supervisory teview
telatect to the authorization ancl paywment process for managed cate organizations;.

*  Division of Entolment anc Payme nt Opetations (DEPO) has ho establishecd
proceduies o teconcile pastnents that ate anthorized to the actnal paynent
tnacle by TieasLy.

* DEFOdoes not maintain a log of anotnalies of 11015 tegulting fiom their
teview of pavinents.

* The curtent methocdology emploved to anal vze payment information is
baged on a smple uctuation anad wais on month to month payments. This
sitnplistic moclel does consider additional variables which may incicate
potential patment ismes.

*  We fonnd inconsistent execution of the docwmentation polic v 1elated to
pntnent adjnstne nt.

* We noted instatce s in which documentation to syport pavine nt acdj nstments
was not availatile.
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Fecotntne iilation

We tecommend that the CWIS continme to develop and 1efine its financial manage tnent
aysterns atcl processss to inprove it accounting, analywais, and ove rsight of Idanhage o Cate
activity. 5 pecifically,

* Ensnge that the tnanagement system i updated on a titmel ybagis o provide inforimation
foracequate management oversight fo e execntecd.

*  Ensnge that established policies adoie s stancdae docune ntation anc e tention
tequitetnent that each tegional office i 1eguited to follow in the execution of the
tnoni toring 1eviews of the tmanagecl cate organiTations

*  Establish policies that tecuite the tegional office in the perforrmance of monitoring of
detnonstiation piojects o cieate tailored procecuies that contemplate anc acdiess: the
nniue fecuite ments o 1isks of each demonstration project.

*  Niote extensive data anc payment infortmation analwesis shonld be performecd to ide ntifsy
potential ertomy, vangnal variahces of inappaogriate pasment tends, Taing information
such ag; 1) Detnographic make up of the plans popmlation a8 compated o the covetage
ateas population, 2) Enrollment flue toations as compate to other pans and enroliment
in the overall hedicate pIogam.

Due to importance of the Division of Eniolment ancd Paytnent Operations fune ion in etshging
the waliclity ancl accuracy of payments to the managed cate organizations and to maximize the
detection of payment e 11018, we wonld ecomnend that DEPC peform a time Iy rec onciliation
of authorized payments tnacle by Tieasay. The Division should also establish a log to
document anotnalies anc e1o1s that ae ide ntified anc tesolved as patt of the anthorization

process in orce s to forthe s sopqaort decisions mace as part of the anthorization process.
FiRaneia. Analyste and Faporting — CROE Contral COffice

Coriminmic aton:

CIvIy lacks a cooitlinated process among ciogs-functional teams of finance, Iogiam
management, and legal personne] to monitor business actfvities o identify @ tuations whe e

accounting evaluation or decision-making may be hecesialy. Forexample, no stooc e
pocess exists to cottnunicate potential loss contingencies to legal oracconnting personhel.
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Further, upon identification of potential 1oz contingencies, to rational, stioched process
gxists to ensuge timely tesolution of accounting gquestions by the appaopriate persontel.
During the FY72004 andit, we notec an instance in which a material liability was not identifiecd
of disclosed by CIWS on a timely bagis. Furthermore, CIWIS did not consalt with the HHS
ffice of General Connsel on this loss contingene vy, the tefore, this matter was not inchwled in
the interitn legal letter datecl August 15, 200« In addition, executfve manage ment personnel
clict not inform SFMof the ongoing analywais surrounding this los contingene sy iwhich
preventec the issne fIom being properly asse ssecd and acconnted foron a titnely basds.

SIS lacks a compiehe naive proce:s fo1 ide nbifying atel evalnating wiritten employes
cotnplaints which could contain information alleging improperacts of othe 1 matters cansing
legal, operational or financial risk to the agency. Theie are numerons Wwass in Wwhich
cotnplaints ate teceived by the agency aswhole. These methods inelude, tut are not lirmitecd
to, calls to the HHS OIG hotline, e-tnails sent ditectly to metnbers of the executive
management teatn, letters sent ditectly fo supervisory personnel ancfor exec ntive matagerment,
atl cortesponcdence sent ditectly to the HHS OIG. CIWVIS has not developed formal policies
anct procechies egarcding actions tobe faken when such correspondence orverbal notification
iy recedved.

Becomme noatiog

OIS shonld establish appropaiate policies, proceduies ancd protocol to adcess stoations or
transactions that 1equite cioss-functional itvobvement in detertnihing acconnting -1ela tect
egtimates. The finaneial management Mmnction shonld serve as the primary cooidinator to
facilitate the ingnit and itvolve ment of the other ciogs-functional uhits whose involretne nt ancl
ingit are 1equited to formulate acconnting estimates ancl the 1elated financial statetne nt
disclosmues. Further, whete teview and approval is tegquited by parties outside of CIWE, for
example, HHY Department-Tevel management, OB orothers, the OIS finateial
tnanagement fane tion shonld coordinate the proces: of attaihing such 1eview anc apgdoial.

[n addition, Chis shonld develop and ito plernent policies ancd procecdnies to tack all incotning
COLIR Hpotcle noe 18 lated to employes Srievances anc cotcerhs. Ih particular; OIS shonld
gatablish a process by which ChWv | HHS Departinent-Tewvel manageme nt atel the HHS OIG
shate information tegading coriesponcle nee that contaits mathe s potentiall v canging legal,
operational or financial risk to the ageney.
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Report Preparation:

CIZ"s cuttent financial teporting process lacks the framewrork neededd to e ffectivel v ancl
efficie ntly imple ment changes to their financial statements. Pioceduies do not exist to ensue
that changesmpadates: o CIVIS™E accounting atel financial teporting policies ate propely
gvaluated by supervisory personnel and appioved in wiiting. Forthermore, OIS does not
hirve sufficient policies and procedhies in place 10 ensgue that changesmpiates to the finaneial
statetne nts conforrn to generally acce ptecl accounting principles. Forexample, ChE did not
cotnpilete a fortnal process when uwncde rtaking the estate rent of the FY 2003 State ment of
Buwlzetary Kesonice s, This was evidenced by the fact that a written appaovecd “white paper™
hacl niot been comgple ted friosto the cotnpletion of the acconnting journal entries. Further, the
accounting journal entries associatec with the FY03 SBER esfaternent wete incomplete.

The continl processes cuitently in place to ensuge the accuracy of OIS s financial statements
ate notworking as intencded by manage ment as notecd thiongh owe eview of CIWIS s finatcial
1eport which contaited er1os such as: the opening obligation batance on the SBE for FY 2004
clict not tie to the FY 2003 estated ending abligation balance: the benefits due and payable for
the Mhnaged Cate progiam was not obligated as equited by A-11 ancd outlined in the agency
white pagper on the estatement of the SBER; contractor cash balances teflected on the finahcial
stateme nts dicl not agree to the balance percontractor 750 teports; disciepancie s behireen the
1522 ancl 750 e ports filed by the Medicare Contrac tor wete not itrvestigated;, anc acdjusting
entries telatect fo the HI anc 3II toost fonds were not cotople te which totalecd more than $100
tnilliof.

Becotntne tidation

CIWIS shondd develop formal witten processes to evaluate ancd appaove changes in accounting
ancl financial 1 porting policies. This wonld include a process for preparing a "white paper” to
suppoit ahy significant changesfypdates fo the financial staternents. This paper should inclode
1efetences to the applicable guidance that supports the changesmpdates anc CWIS's conclugion.
The white papers should be approved by the Chief Financial Officer.

Duging FY 2004, we notecd ah incieass in attrition within the OFMI which had a negative
itnpact on the preparation of the annval financial epoft. To ensne that CIWVIS ™ finaneial
teport i completed in an accugate and timely manher; peisonnel with financial statetne nt anc
teporting backgonnds need 1o be added to the OFhIatafl in addition to cotnple ting a e-design
of the process as notec below.

CTWIS shondd 1e-cesigh the curtent procedhie s nsed to prepate their financial teports. This
proce sy should ineiode the nge of a ciois-functional teatn 1eprese nting all components that are
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tesponsible forinformation which is included in the antimal financial teport. This cioss-
functional team shodad be lec by SF 10 ensae that all information is accuate and supportec
by areas appiopriate supporting docume ntation. This teatn shoulod be tesponsible for the
teviews of the financial teports to ensue internal consdstency and accuacy. The following
ghowld be considered in this 1e-design:

v Anglytical procedutes should be completed to ensue logical telationshi pa be hireen
varions finahcial statetnent atnounts. Varlances fiom expected esults should be
thoroughly tesearc hed and 16 solvec.

v Eatablish stanclard methocdologies ancd formats for completing supporting sche dules ancl
1eports acioss all progams. To ensue the accndac v ancl cotmplete ness of work
performed, spervisory 1eviers need to be critical as opposed 10 w01y,

v 5 "cold” teview should be concue fed by someone that has not worked on the financial
ataternents to etsnge that ammonnts within the MODES | financial state tnents ancl
peiformance measdes ate internally consiste nt.

LIanage ment showld congider cieating a finateial e porting function as part of itn plementing
these tecominendations. This financial e porting fune tion wonld serve as the "specialist” in
areas of accounting and eporting polic v, oversee the process of developing financial teporting

information for financial statement prposes and be 1esponsible for underiving procecue s anc
continds.

Medicare Electronk Data Processhig (Repeat Condhtions)
Backgrownd and Seope of Feviaw

The CIvE: telies on extensive information systems operations at its central office and Mledicate
contractor sites to acdminister the Mecicate poogam and o process ancd account for MMedicate
expendituies. Internal contiols over these operations ate essential to ensoie the integrity,
confidentiality atwl 1eliability of the MWEdicae cdata and to teciuce the 1igk of ertogs, Tl ancd
other illegal acts.

Orinte thal contiol testing covered both general and application contiols. General contols
frvolve organizational security plans, efer1ecl to as entitywice secnrity plats (EWEF), access
continls Cphyedcal ancl logical), application cleve loptne it and progiam change contiols,
segiegation of duties, operating swatems software forservers and mainframe platforms, anc
service continndty plane ancl testing . Gete 1l controls provice the foundation to ensge the
integrity of application sywstetns, and combined with application level continls, ate essential to
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BNSTME f0pel processing of tansactions and integrity of stored data. Application contiols
include controls overingnt, pooce ssing of data, and output of data fiom ChWE application
aiterns.

S andlit inclwclect gene 1al contiols teviews at 10 sites: the ChIS central office ancd 15
Lvleclicate contractors. We teviewed application controls at the ChE central office forsewveral
syatems integral to edicate financial information. We also teviewed application contiolsy at
four of the IvEdicate contractors which inclndec the Fiscal Interme diary Stancarc S wtem
(FIa5), the Wighle Processing Swatern (VIFS), the Viable Medicate 5 watem (V WIS, the Ivnlt
Cartier 3 yatern (IWICS) and the Comtnon Working File (CWEF) Syatem. Ourawdit also 1elied
on the work and findings of the SAS 70 1eviews forthe 14 e dicare contractors anditec.

Further, we concducte o walheratility teviews of ne otk contiols at all 10 sites andited. The
vulne ability eviews incluced both e xternal ancd internal pene tration festing in 15 of the sites,
atwct ne otk vilnerability asses:aments in all 10 sites, inclucling 1esiewrs of sec ity
configurations of ne ootk e rvels.

Humeions general ancd application continl findings wete identified which i consiste ft with
that found ih prios years. The actual numeric count of findings was decieased this wearversns
FY 2003, hmrever, this was primarily the te:dt of combining sitnilar findings. Sur
vulnerability testing noted nome 104 sec ugity settingsficontiols that tequited enhancerent.

The majority of weaknesse s weie notecd at the IvEdicate contractors, ather than the Ch3
central office. ChvI security over Iiedicate electonic data processing e flec ted ifmprovetne nt
over oud FY 2003 andit, tat stengthened contiols ate still needed. O procedudes disclosec
no evidence of actual syatetn companimise of security, howewver, we congider the cumnlative
effect of the wealkhesses notecd to cotnprise a material weakness o CIVIS.

Enitby-w ile Secmdty Progyan (EWSP) - These progams prowvide the foundation for the
secity cultuie and mratene s of the organization. & sound EWSE i the cormerstone to
ensge effectiive security contioly thionghont the organization. Curandit notedd several
contractor locations for which an emphasis on a obuost ancd toe entity-wide sec ity progam
was not i existence. In these locations, secwaity was teated asa ditec tive, rather than a
cilhual norm that guicdes daily activities, &s a et mumerons weakhe sses wete notecd in the
afeas of access ancd stems softwate contiols. An overriding factorin the pereasfvenes: of
poor secudity contiols was that these sites dicl not have programs to:

v Consigtently ide ntifyy weaknesses in thein syste ms
v Auress the ridks posec by these wealthesses,
v Tlndertake specific actions to 1echice risks to acceptabile 1evels; and,
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v FPerform periodic 1eviers of contioly to ensuie thedr continne o e ffectivene .

We noted again that many of the sites had continned o designate security acministration
duties to personnel who did not posses the properbackgonnd and education to perform their
jotr 1eguitements, atc who cidl hot 1ecefve specific seourity training equitecd to peiform their
security esponsibilities during the cortent wear. Further; we noted instances whete secugity
aclministration duties wete itmpropeily segegatedd fiom the duties of application progiamming .
Finally, we toted some contractor @dtes forwhich an overall EWSF was not in place.

secuity continly cannot be effective without a wobust, detailed EWSF that is fully sponsorecd
ancl practicedd by the seniof matage ment of the contractor sites. Fobmat plans tequite proper
training, nace istatcling and ireolee ment by secuity personnel with the properbackgiounc
ancl eclucation to ensge the itnple rmentation of the paogram. Kobmust plans also 1equite
ongoing 1isk assessment, clearidentification of contiols to mitigate risks and ongoing testing
to ensue the effectfves of the contiols uked to mitigate rishke.

Logik al and Pliysk al Access Condrok — Sccess contiols ensge that critical systern assets ate
physically protected fiom wnanthorized access and that logical controls provide assuance that
only anthorizecd personnel may access data ancd programes maintained on gystems. S anclit
noted findings tegarcling physical ancd logical access duing our contiols testing . Further, our
wilne rability testing notecd a large nomber of secuity settingsficontiols that tequited
enhancement. Curexternal penetration testing was successfinl at seve 1al sites, pritmarily due to
oot seciity settings esulting fiom the lack of sufficient security configuration stanclamls for
the nehoork compders tested. We attribute the lack of swificient security contols to the lack
of a 1otnst entity-wide security progatm, a8 noted in the EWSF section above. A mobmst
EWSE wonldl consiste ntly icentify wealthesses, assess the sk posecd by these weaknesses,
unnclertake specific actions to educe risks to acceptabile levels and tequite the performance of
periodic 1eviews of contiols to ense their continned effectiveness. Such controls wounld

it Inde annal internal anc external penetiation eviews, and periodic eviews of sec uiity
contiol settings on platforrs thiomghow the contractor sites™ nehworks.

O testing of access contiols at contractor sites also noted that we wete able to begpass
gecurity contiols without prios knowlecdge of the sywstems: festecd and that s etons secuity
Weakhe e exigtecd that wonld allow inte rhal nsers 0 easily acce s sensitive sutetmns,
progratng ancl data without prope ravthorization. S teview did not disclose any exploitation
of ciitical swaterns tested;, howewer;, clear potential existec.

The lack of specific guidatce for cotnpite 1 se cuity configuation settings and effective entity-
wide secuiity programs, inclhuwding ohZoing teviewr and testing of secwity contiols, ano an
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EMWAF adtniniste e by personne] with proper khowledge ancd experience, prevents contractors
fiotn providing adequate secuity contols that would e nsre that only propenly anthorized
petsonhe] access sensitive Chvis data and progiatns.

AppHoaton Secndty, Develop nent and Progrean, Change Control — Application securify,
cleve lopme it ancl progiatn change contiols paoiicle asance that progiams ate developedd
with stanclarcl: that ensuge the ir effe chivenes:, efficiency, accuracy, security anc maintenance
atil that onlw anthorized and peoperly tested programs ae imple mentec for production tss .

O andit notedl again that contractor processing sites have the ability to turh on and off front
enct eclity in the APASS, FISS, WIS and VIWE systerns withomut consistent procechie s to
enisMe that ecits ate only frmed off when eguited anc that all such actfvity i propernly
contioled ancd teviewecd. This e presents an important atea of conce th becanse the ability fo
negate syatetn edits may degracde the ability to ensoge that only properdata is introcuced into
these wyete me ancl witirately, the CWF and the Hational Claims History (HICH) Swetem. We
alsn notec again that application changes ate being irple tnentec withod complete testing ancl
that application change contiol procedudes wete not followed at several sites, including the
OIS central office. CIWIS has implemented changes in ity testing proceduies to adoless the
imsne at the Medicate contractors. Finally, we notec again dtes at which application
progratnmers hacl the ability to ditectly update procduction sowce code for applications thetety
bypmssing application change controls. This potential exists in the FISS system, tut CIWIS has
dleve lopedd and impleme nted cotnpensating contiols o addes: thiswvolnerability.

Svrterns Sofiv are — Systetns sofhrate i 4 set of compnte 1 progams desighatecd to operate
atwl contiol the processing activities forall applications processed on a specific comiter,
incuding ne ok servers, mainframe syste s, and personal compmters. Contiols over acce:s
to, and wse of, such softwate ate especially criical. Curandits notec frnerons findings
thuing our general contiols testing for systems sofhoare syeEtern setings and contiols for
network, serve 15 that 1e quited enhance ment.

*  Clanges to syghens sofiv are — Ourandit noted that sweate ms softwate change
procechies anclor contols weie not in place or consdstentl v ollmred at tnany of the
gites tested. Failue to contol syste mes sofhwate changes can seriondy impact the
secwity ancd effectivene s of data anc operations becange switetns sofhrate provices
the foundation o operate all of the com piters nsec.

*  Access to sygienis sofby are prograns anl fles — Cnrandit notec munerons ingtances
of poor passwored and syatetn sofhirate contiols that conld allmr nnanthorized access to
syatetns sofhrate prograts and files. Findings weie hoted tegaiding systetns softwate
on tnainframe, Wincmrs, TR, fitewrall and onterservers. The lack of security
configuration standatds at sotne sdtes contriboted to the weaknesses notecd anc the
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ability of onrexterhal penettation teatms o penetrate several stes testecd, however, the
higgest contributorto this isgme was the lack of ongoing testing to engue the
effectiveness of secmity s tings within contractor networks. Chgoing testing inclucdes
internal ancl external penetration fests and tests o ensuge the propriety of security
confignration sethings on platforms nsed by contractory, including mai nframe,
Windowrs, T, fitewall and iouter server sec uiify configuration settings.

Owerall Conchelon - Duging FY 2004, impaoietne nty 1e1e hotecl at a ngnber of sites we
winitecl, a 18 flec tion of incieassd manhagement attention ancd interest. CIVIS tnade progiess by
continning their teviews of contractors, ine hding penetration teats ancl teviews of
cobfiguration setings on servers. ChS has also continmed its programe o tevienw the
cottractors thiongh SAS 70 andits, an exte nedve contractor s f-assesstnent progiam (the
CasT)and teporting process anc gieater central oversight by contractor manage ment.
Adoitionally, CIVIS has teguested anc 16 cedved npdatecd swstetn secuity plans anc rigk
asnessnents fiom ity contractors and has a certification ancd accreditation progiam initiative
featnring systetn vulnerability assesstnents. Howewer, the nomber of findings documentecd
chuing onrandit indicates that itn provetne nts ate st needed.

CHIs also lannched a piogram o evaluate the security levels of all contractors tegamding their
cotnpliance with the Fedetal Information Security Management Aot (FISTWIA) uhcde 1 the
1equizetne nty of the Iwledical bcdernization Act for Wedicate., This evalnation paogatm
inclncles all eight key ateas of FISVIA: periodic risk assessments, policies ancd proce dudes to
1eciuce sk, systers security plans, security awrare ness training, periodic festing and
gvaluation of the effectiveness of [T security policies and pooceciaies, 1eme dial actfvities,
procesges atcl 16 porting fordeficiencies, incident detection, 1eporting anc 1esponse, anc
continnity of operations for IT swstems. We believe that these evalvations will serve CIWIS
gieally in better understanding the curtent state of security operations at all contractors.

Efforts to adciess the findings nofec in o teviewr ate challe nged by baceetary constraints ancl
the decentralized natue of Iedicate operations ancd the complexity of fee-for-se rvice
processing. According to ChIT officialys, the CWVE mocdemmization program epesents a long-
te1tn solution to simplify the application softwate cocde ancd change contiols needed for mofe
wobst secngity. CIWIS isaldo in the process of its contractor tefortn initiative, ineloding data
center consolicdation, which should 1ecace the surhe rof contractors ancd data cente 15,

Recotntme hidation

We tecominenc that the Chis continme to sttengthen contiols over Miedicate elec tionic cata
processing. Specifically, ChE managetnent shonld:
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Fiovide acdditional guidance to the contractors tegarcling the tequite ments o formall v asse s
ancl tecuce 114k on an ongoing basis by specifically identifying and matching contiols to
tnitigate 1isks ancd by specificall v teguiring ongoing and consistent tests of tmitigating contiols
to ensue theircontinued effectiveness. Cotmpliance with Ch Acce ptable Fisk Safeguarcs
will proicle a foundation for itnpaoee ment.

Develop formal atel consistent policies and procedies to contiol the processes nesed to tom off
eclity in systerns and to assess the impact of processing ding periods when ecdits ae negated.
The continl poocess shoulcd include identification of who in the organization is anthorized to
tmake edit changes atel the potential itngmct on claims processing er1o1s.

Develop and im plement procedines o continuonsly tmonitor ancd track comnpliane e with the
gecurity configuration moclels forall platforms maintained within the ChIs central office, the
CIvIS contrac torgite s anc the maintaine 1 @tes.

Material Wealaiess — Health Programs
Fiancial Managemerit Systems atud Oversight (Wew Coraditloni}

QB Cicular A-127 tequites that financial statetne nts be the colmination of a sywstematic
accounting process. The statements ate o 1esnlt fiom an accounting swstetn that isanintegral
part of & total financial manage ment syitemn containing sfficie nt stuctue, effective internal
contiol, ancl 1eliable data. OIS 1elies on cdece nbralized poocesses and complex systems—many
within the states anc tegional offices—to accummnlate cdata for financial teporting. An
integrated financial systetn, sufficient nurber of prope 1y trained personnel, ancd a stiong
oversight function ate neecded to ensnge periodic analyses anc 1econciliations are cotmple tecd to
detect atdl tesobve er1nis ancl itTegulatities in a tirely matmer. The growth of the Health
Fiogratng has not beeh accotmpanied by a cortesponding growth ancd matwration of HHS atwl
CHIs financial matnage ment 1RS0UICES.

Identificaion and FResointion of FiAanciol Feporting and Adenagerent Iasmes

&z the Health Programs giow and consune acdditional 1esonices, at the matgin it canbe
anticipatec that certain matters which might formerly be conside e insignificant in 18 lation to
CIWIS and HHS as a whole may loom lager. Anisgue tegarding whether the Health Progratm
wonlil be 1eitbgsec by the Medicare Tiost Foncds was sufaced as part of the andit process
after weatencl. While certain HHS ancd ChIS personnel were adciessing the issme eatlierin the
weat, it isclear that the financial e porting irmplications of the izsue wete not assessedearly in
the process, ancl at a minitmn several quattess of 16 ports we e presented withont appoopriate
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cotsidle ation of the issue. o untl shortly befofe finalization of the finahcial staternents,
cotsidle ation was being given fo alternative approaches to addiessing this issne, some of
which conld have 1esmlted in significant changes in the Health Piogiame financial statements.
Departmental, overall Chv, and Health Piograms tnanage ment commnnication fpiocesse s
need to be improved to ensue that critical issues are adcessed imely and fully consicdeed to
prevent financial statetnents fiotn being igmed which are materially mizstatec.

Finan i fdenagenient Sjetems Lock FFALD Compiianes

CIZ%s fihancial tnanagement systems, ineInding its general 1edgers, grant araidd anc
expendite syste ms ate not filly compliant with the Fecle 1l Fihancial IWatage ment
Impeovement Actof 19008 (FFIWIA). FEIWIA 1eguites age hcies to impleme nt anc maintain
financial tnahagement syitems that comply with Federal financial managernent systems
teguitetne nts as definec by the Ioint Finatcial Matageme nt Impaose ment Program (JFRIE).
Mlome specifically, FFMWIA tequites Feoeral agencies to have ah integrated finatcial
managerment systetn that poovices effec tive anl efficie nt interrelationshipe be twreen sofhrate,
hatrhwrate, personnel, procednies, contiols, ancd data containecl within the swstems. The lack of
an integratecd finateial management syste m in paity CIISTS abilities o adeguately atalyze ancl
ot tor- its financial balances teportec. Fore xample:

v The MEdicaid Budget anc Expenditore Switetn (WBES ) lacks sufficient integration
with the CTWIS general lecdger metem.

v Thete ate no formal wiitten policies and procecoes in place to domunent CIWIS access
contiol procechues. Forexample, ChIS was unable to provdcde access anthorization
documentation to support for @ of the 45 sanples selected.

v Formal wiitten policies ancd procechues ate not in placed for terminatecd vsers ancl
tevalidation of acce:s rights for the WBES.

v FPeriodic teviews of useraccess to the MBES ae not performed. We teviewed the
entite popmlation of vse s anc nofed that certain tertninated vsers wete i active.

¢  Duing onreview, test ancd discus:don with application Mecicadcl syste ms
management, we notec that the WBES does not hawe sufficient defailec policies anc
pocechies on segiegation of cuties wheie incompatatbile duties ate specifically
ifentifiecl. Folicies were proreiced, tut these procedues we e not sufficiently detailecd
for personnel o identify 77 potential segregation of duties violations.
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CHIy iscurtently in the paocess of implementing a new integrated financial mahagement
aratem anc wdating ity policies anc procechie: that tnawy tesotve OB s e s 1 lated to
cotnpliance with the FEMIA .

Fagional Cffice Crersizht

In September 2000, ChIS O imned financial tevier guides to asaist the Regional Office (RO
analyats ih examining tuodget anc expenditone 1eports a8 well as to standadize the weview
procechiies performe d betwee n analwets and egiong. Thess 1evdier guices encotnpass all aieas
of the 1eview processtn allow each 1egion and analyst the flexibility of defermining what
ateas need to be addiesed based on the activity of the Region as well as available 1esomces.
These guides also set forth guidance onwork pape ratancarcs anc supervisory teview. Daring
FY 2004, we vizited two tegional offices to asses the Kegional Office oversight fune tion anc
found that certain procecies wete notteing performed to ensue financial data pooedded by
the states iz teliable, acomrate, and complete . OIS managere nt icentifiec the most significant
canse as ihadecuate tesonices, multiple oversight activities assighedd to financial ahalysts, ancd
inacleguate travel fancs. We notecd the folloring:

Diocurne ntation and Scope of Keviews — Within the CIWIS Regional Cffice, each analyst nses
the OIS Financial Rewiew guices ag the procedutes tequited 1o asiess each states” buacdget
teguests, quatter] v expencitiie 16 ports, anc other state activities 1elated to SCHIE ancl
Iuleclic aicl funding. We noted in the hoo tegions visited that the Regional office did not
clocutnent filly what ste e wete performmecd anc the 1easons fofste s not performe .
Acdditionally, we noted limited supporting docnme ntation in the files to syport the pre parec
financial teview guide. Forexarnple, for forstate s, thete was either ho supporting
docunenta tion maintaine d o inguificient doc nmentation tmaintained in the workpapes to
aupport the analwits” conclusions. Finally, the workpape s supporting the assessment did not
bear eviclence that they wete properd v teviewed by a supervisor to ensue consistency of
tevienrs within the state ancd arnong 1egional offices

Mionitoring of state subinissions— Snalwis of changes in gquarterly badget subtnissions i a
tmajor consideration in the Kegional Cifice™ decision to awared a grant. Althongh

1ecotntne icled, duting onrwisit to the tegional offices, we noted that analwats dicl not

aclequate Iy perform tend analywses on hledical Assistance Payments (WA, Administration
(A& DN, and SCHIF pavtnents. Forcertain states, no evidence of tie nel anal weds was available.
For other states, whete tiending was availatile, balances selected for teview wete based on
dollar arnonnty anc judgments, horewve 1, the seope of the items gelectec for teview weie not
documented in the work papers nor was thete evidence ofwhich amonnts wete investizatecd.
In tnany cases, explatations forvatiances wete not eadily available, or wete not sufficient to
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assist a 18 viewer in verifiing that O gathered appaopriate evidence to support the execution
of its oversight tesponsibilities over the Health Programe.

Ouegsizht of Medicaid State Infonmation Techuology- Although CME assesses the Information
fechnology etivitontne nt o1 IWleclicare intertneciasies, it curtently does not systernatically

Asgess 0 tnonitor the intermal control spporting state-basecd information sywstems vsed in
procesging lecicaicl and S CHIF benefits,. Hommewver, significant funding of such syeterns has
been providec by CIWIS . CTWIS 1elies on state anditors and nongoverntnental ancditons exec nting
andlits poesmant to the Single Audit Aot to determine whe ther contiol efrvitontme nts 1elated to
Inleclic aic state-based syste me ate effective. The depth of these 1eviewrs i typdcally far le s
extensive then the specialized teviews that OIS nadertakes of its Iiedicare interme diasies.
The O has also performed several more extensive assessments atvarions states ancl has
found sighificant matters telated to access contiols and other internal contiol issmes. Pioce sses
ate not in place to ensude that adeguate insgpec ions ate performed oh a periodic basis, orthat
the 1esults of such ingpection ac tivities ate made available to, atalyzecd and follored wpoon by
ChIs in executing ity oversight fune ton.

Beginning ih FY 2005, CIE has taken steps fo inciease tegional office personne] by hiting
tnofe than 100 analysts 10 work in the states to ensoie compliance with M dicaicd
tequitetnents. These analysts ate curtently nncdergoing extensive taining to ense adequate
knowledge of ChE policies ancd proceciies.

The GAO™ Standawds fmr Ibovmal Conbrolte tha Fodorad Gownesiesaret itilicates that internal
cotitin] tnonitoring shouldl assess the quality of performance over time and ensie that fincdings
af andits ancl othe revienrs ate poomptl v tegolvecd. Withont appropriate monitoring anc
oversight of state operations, deficiencies in internal contiol tnay allow mate 1ial misstateme nts
1o ocour withont being identified in a imely manner:

Eniitiznient Bengfits Due and Poyable

Lleclic adel e ntitletnent be nefits due and pasabile (IBIHR), totaling appeoxitmate Iy $18 billion at
Septetmber 30, 2004, 1 present the cost of services provviclecl oy states it not padic at the enc of
the fiscal wear. OIS bases ity estirnate of IBIE 1ece fivabiles ancl payables on historical tencds
of expe nolitnies and prior wear pavables identified on survesws obfained fiom the States. CIWIS
walidates: their estitnate by consicering current wear program changes, performning anal ywical
procechuies, ancd evaluating significant differences. For SCHIF, CIWE has not imple tnentecl
procechues to acciue an estitnate for SCHIF IBRTR pasatiles atcl 16 ceivable s at ywear-ecl.
Howewer, a laige portion of SCHIF expe nclibies is e itmbarsed on a fee for service basiy,
inclicating the heed foran IBHE accial. Cortently, CIIS has not been able to developa
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tne thocl of accessing claitns 1evel data sibrnitted by the state s ancd mai ntainecd internal 1y to
extimate IBHE amounts: and 1elies npon mmmaly infortmation submitted by the States.
Althongh we believe this methocdology produced a teasonable IBHE estitnate for e dicaic
ancl is the best available estimate in the citcumestance s, we believe that the poocess i titne
consuning, er1or prone due o the varions states’ inconsiste ney and interpre tations of how tao
calomlate the atmonnt due fiom CTWIS and heasily depencdent vpon information precdded by the
S tates.

Ziven the significance of the IBHER estimate, and the possibility that accessing claims level
clata as part of 4 proce s to estimate the lability will aid Chs in it managerme nt of the
progiatn ancl in developing tencds, we suggest that the Office of the Actuary be engaged to
1efine the estimate in accordance with acarial stancards of practice, it & proces: analogons to
that nsed to calcwlate the IBFE for Mledicate. In the isteritn, if CIIS contitmes to ntilize
historical tending as a bagis forthe IBRE, firther training of state pesonne] preparing the
survey may be necessaly o ensude consistency in calewlating the amonnt pavable to the state,
ancl moie explicit tecognition should be made by CIE in assessing tends in the programe anc
the propriety of whiliming the curent trending and averaging appaoach, which tna vy im perfec tly
capie fundamental changes i the progiams orhow the states are administering the ir
PIDZIatns.

Clgrls Estinuted Iproper Papments

The Impioper Fayme nt Infortmation Act 1equites agencies to teview annnally all progiatms anc
ac tvitie s they adminigter and ide ntify those which ma v be susceptible to significant erroneons
payments. Forall progams anc activities identifiec as suace ptible fo significant ertone ong
pavtnents, agencies ae equdiied o deterinine an antmal estimated atnonnt of e1Ioneons
pavtnents macde in those poogiaimes ancd activities. Althoneh both Twlecic aid and SCHIF have
been identified a8 progiams which ae susceptible to impaoper payme nts, CIWE has not
comiiletedd its imple mentation of a process o estitnate itmproper pavtnents. ForFY 20044,
becanse only 12 states have wolunteeted to participate in the pilot peoject for e dicaidc, a
national estitnate is not available. ChIs is not expected to teport a national estitnate for
Iwleclic aicl or 3 CHIF until FY 2005, Additionally, becanse the proce:s i highly dependent on
states, CIWI Central Office and ity Kegional Offices will be 1equited to train State perkonnel in
the calonlation of ifnproper payvtnents ancl closely monitor the proce s 10 ense eliability of
the 1esults to be eported.

Becotntne hdation
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We tecommenc that CIWS continne o develop and efine ity financial management sistetmns
ancl oo esse s to improve ity ahalysis, and oversight of InEdicaid activity, 3 pecifically, we
1ecorntne il ChVE

v« Continue to enhance ity financial systetns to ensue compliance with the FFWIIA .
*« FEnbhanee ity policies anc proceduies telatec to acces: control fo:

v Requite all system administratons o maintain andit evidence of the access
1equest forres fof wses cieated on LMBES.

*  ERequite all swstem aciministratons to perform perodic eviews of acce
anthorization to the MIBES application.

*  Ensute that incompatile duties ae identified and segiegatec @0 that
segegation of duties isines does not occur.

In ofoler to help stienathen the estirnating proce s and protnote congiste noy betwe en O "8
tonziatnig developa tmethodolosy to collect the tecessaty cdata o egtitnate an IBFE atnount

gitnilat to the methodology nged for edicae. For SCHIFE we tecomtnend that OIS identify
a methodology for estirnating an IBHE for 5 CHIFE elated expenditues.

v Aemess whether Begional Offices are adequatel v staffec with trained perkonnel to
ens1Me finatcial manage tnent activities at the states are adecuatel v performecd, ancd
financial information generatecd is complete, walid, and properdy walnecl.

¢  Continne to 1efine itd procecdues to poovide a mec hanism for ChIT Central anc
Regional Offices to monitor states” activities ancd enforce compliance with ChoT
financial management procedues. Forexatnple, we 1ecotmntme il that:

* The Financial Keview Guides isaned by ChS Central Office be nsed to
document procedies performed during the gquatte iy expenditue 1esie s atcl
that any decision to expanc or cuitail the @cope of the teview o 1eview
proce chues be docutne ntecd.

¢ The O Central Office ito plements procecudes at the Kegiohal Offices to

ensMe that all applicable areas of the Financial Rewiew Guides ate adiiessecd at
least annually.
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v Work papers be prepatec in accottlance with procecnges outlined in the
Financial Feview Guicle.

» The Eegional Office atalywsts developa scope o be nged to ide ntify ateas for
teview an that this scope, orany deviations fiom the scope, be dooune niecl

within the t1encd analwsis work papess) along with explanations

¢ Consideration be given to developing and imnple menting a peer eview process
whete analyits fiom within and be treen e Zions eview the Regional Office’s
oI nt proce chies being peiformec to help identify ateas that cah be
stiengthenec anc best practices.

¢ Frovide acditional training for financial personnel at the CWE Central Office, the
Regional Offices, ancd for the states to ensuge that personnel opdate their
knowlecdge of financial teporting 1equiie ments.

v  Developatd implement a plah to monitor Me dicadd-telate o syete me at the states to
ense cotnpliahce with Federal syetetn 1 ouitem ents.

v Continme in the implementation of the pilot pioject to estirnate itmprope o pastne nbs
forboth the Iledicaid and JCHIP- elated paynents.

FEEEEEE

We also identifiec other less significant tnatters that willbe eported o ChIS% management in
a sepatate letter.

This 1 port is intencec solely forthe information atcl wse of the managetnent of CTWI ancl the
Departroent of Health ancd Human Services, the Ciffice of the Ingpector General of the
Departtnent of Health anc Human Services, the OB, and Congiess. This teport 4 not
intended to e ancl showld not be vsed by anyone other than these specified parties.

ssnidiontilppgect {19

Decetnber 2, 20044
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DEPARTMENT OF HEALTH & HUMAN SERVICES
Centers for Medicare & Medicaid Services

7500 Security Boulevard

Baltimore, Maryland 21244-1850

December 2, 2004

PriceWaterhouse Coopers, LLP
1301 K. Street NW
Washington, D.C. 20005

Dear Sir:

This letter is in response to your audit report on the Centers for Medicare & Medicaid Services’
(CMS) fiscal year (FY) 2004 financial statements. Your report identifies three material weaknesses:
1) Financial Systems, Analyses, and Oversight - Medicare, 2) Electronic Data Processing (EDP)
Controls - Medicare, and 3) Financial Management Systems and Oversight - Health Programs. The
first two weaknesses are repeated from the FY 2003 audit of CMS’ financial statements.

The CMS generally concurs with the findings and descriptions of the weaknesses. As noted in your
report, CMS continued to improve its financial management performance in FY 2004 in many areas,
including those areas identified as material weaknesses by the auditors. For example, CMS referred
an additional $523 million in delinquent debt to the Department of the Treasury, which brings the total
referrals to approximately 99 percent of all eligible debt. We also continued to perform reviews
documenting and assessing internal controls at Medicare contractors.

The CMS’ lack of an integrated general ledger accounting system continues to be a major factor
contributing to the weaknesses identified by the auditors. We are aggressively addressing this
material weakness by continuing our efforts to implement the Healthcare Integrated General Ledger
Accounting System that will strengthen CMS’ financial management by standardizing the collection,
recording, and reporting of financial information among all the Medicare contractors and CMS.

Although we are pleased with these results, we have already developed a plan to further strengthen
our financial management processes and ensure that all the material weaknesses identified by the
auditors will be corrected. The CMS remains committed to the improvement of our financial
operations so that we can fulfill our stewardship responsibilities and maintain the highest level of
accountability for the management of the Agency’s financial resources. We will continue to track and
report our progress on a regular basis,

I would also like to thank your office for its diligent work in completing the audit and look forward to
working with our auditors in correcting these outstanding issues.

Sincerely,

L nah O

Timothy B. Hill
Chief Financial Officer ff)‘-’
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SUMMARY OF FEDERAL MANAGERS’
FINANCIAL INTEGRITY ACT REPORT

The Federal Managers’ Financial Integrity Act (FMFIA) requires executive agencies to report
annually if: (1) they have reasonable assurance that their management controls protect their
programs and resources from fraud, waste, and mismanagement, and if any material weak-
nesses exist in their controls, and (2) their financial management systems conform with
Federal financial management systems requirements.

The CMS assesses its management controls and financial management systems through:
(1) management control reviews and management self-assessments, (2) OIG audits, (3) GAO
audits and high risk reports, (4) the CFO financial audit, (5) other review mechanisms, such
as SAS 70 internal control reviews, and (6) certification and accreditation of systems. As of
September 30, 2004, the management controls and financial management systems of CMS
provided reasonable assurance that the objectives of FMFIA were achieved. However, two
material weaknesses (similar to prior years) existed and a noncompliance was identified.

Material Weakness 1:
Financial Systems, Analyses, and Oversight

This material weakness covers the financial reporting and oversight in both the Medicare
and Medicaid programs. The auditors found that CMS needs to improve its communica-
tion processes and procedures to prevent financial statements from being issued that are
materially misstated. Quarterly meetings that include the Administrator, Deputy
Administrator, Chief Operating Officer, Chief Actuary, CFO, and Chief Counsel will be
conducted to ensure that all financial statement issues (for example, potential liabilities)
are identified.

The Medicare contractors continue to make improvements in maintaining supporting
records for Medicare activities. However, because CMS lacks a formal, integrated account-
ing system to accumulate and report financial information by Medicare contractors, states
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and CMS CO and ROs, they use ad hoc, labor-intensive reports, which increases the risk
of material misstatement or omission. We continue to contract with Independent Public
Accountants to test financial management internal controls and to analyze financial
transactions at Medicare contractors. As CMS progresses toward its long-term goal of
developing an integrated general ledger system, we will continue to promote a uniform
method of reporting and accounting for financial data.

Additionally, the auditors indicated the inadequate monitoring of managed care
organizations as the result of the following: 1) the management system used by CO to
monitor the execution and status of managed care organization reviews performed by
the RO is not being updated on a timely basis; 2) insufficient documentation to evidence
the on-going monitoring of managed care organizations by the ROs in accordance with
the CMS policies and procedures; 3) tailored policies and procedures for monitoring
reviews related to demonstration projects are nonexistent; and 4) instances of inade-
quate policies, documentation, and supervisory review related to the authorization and
payment process for managed care organizations. The CMS will ensure that managed
care systems will be updated for any changes in a timely manner and Medicare
managed care organization-related documents will be maintained.

Moreover, the auditors found that weaknesses in CMS’ financial oversight of the
Medicaid program. For example, inadequate resources, multiple oversight activities
assigned to financial analysts, and inadequate travel funds contributed to the lack of
internal controls to ensure that financial data provided by the states are reliable,
accurate, and complete. The CMS believes implementing an integrated general ledger
system will strengthen CMS’ financial management oversight of the Medicaid program.

Material Weakness 2:
Medicare Electronic Data Processing (EDP) Controls

The CMS relies on extensive EDP operations at CMS Central Office and the Medicare
contractors to administer the Medicare program and to process and account for Medicare
expendituress. Internal controls over these operations are essential to ensure the integrity,
confidentiality, and availability of critical data while reducing the risk of errors, fraud,
and other illegal acts.

The material weakness for the Medicare EDP controls is very complex involving approxi-
mately 33 contracts with the fiscal intermediaries and carriers who process claims using 16
data centers. The majority of weaknesses were noted at the Medicare contractors versus the
CMS Central Office. The audit procedures disclosed no exploitation or compromise of CMS
systems. No individual weakness was considered material, but in the aggregate the weak-
nesses were considered material. Because of this complexity, resolution of the material
weakness will take time and resources. Progress in addressing individual findings is being
made in areas such as access control, system software, and segregation of duties. Corrective
actions of individual weaknesses are tracked as part of the CMS Plan of Actions and
Milestones (POA&M) Report. The long-term strategy in eliminating the material weakness is
rooted in the CMS modernization initiative that will further improve our security posture.

The President’s budget for FY 2005 includes funding for information technology (IT)
modernization. A more secure system environment is a key component of the IT modern-
ization plan. The CMS is implementing its modernization plan using a two-track policy for
security. On the first track, we are aggressively taking reasonable and appropriate remedial
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steps to close the highest risk vulnerabilities. These actions are reflected in our POA&M
report. On the second complementary track, we are building security into the Agency’s
modernized infrastructure through capital investments targeted to reduce our security
perimeter. The CMS will limit its exposure to risk through such preemptive measures as
data center consolidation and simplifying application development in a way that leaves
less opportunity for exploitation than is the case in the current highly complex systems
environment. To reinforce this further, our Information Services Modernization
Implementation Strategy includes security components for application modernization, data
modernization, and infrastructure modernization. The CMS main effort is on building a
secure infrastructure versus managing corrective actions. We intend to be proactive in
managing IT modernization versus reactive in response to audit results.

Noncompliance

The CMS financial management systems—because they are not integrated—do not conform to
government-wide requirements. We have implemented a comprehensive plan to bring our
financial systems into compliance. Specifically, we have initiated steps to implement an inte-
grated general ledger system known as HIGLAS for the Medicare contractors, and CMS Central
offices. The HIGLAS will initially integrate our financial systems with the Medicare contractors’
existing shared claims processing systems. In addition, the current mainframe-based financial
system will also be replaced by HIGLAS, the foundation of which is a web-based, certified
Joint Financial Management Improvement Program, commercial-off-the-shelf system.

MEDICARE’S VALIDATION PROGRAM FOR
JCAHO ACCREDITED HOSPITALS

Introduction

Section 1865 of the Social Security Act (the Act) provides that hospitals accredited by
the Joint Commission on Accreditation of Health Care Organizations (JCAHO) are
deemed to meet the Medicare Conditions of Participation (CoPs). While JCAHO-
accredited hospitals are not subject to routine Medicare surveys by the State survey
agencies, subsection 1864(c) of the Act authorizes the Secretary to enter into an
agreement with any such State agency to survey JCAHO-accredited hospitals on a
selective sample basis, or in response to allegations of significant deficiencies which, if
substantiated, would adversely affect the health and safety of patients. The Act further
requires, at section 1875, the Secretary to include an evaluation of the JCAHO
accreditation process for hospitals in an annual report to Congress. This evaluation is
referred to as the hospital validation program.

The purpose of the hospital validation program is to determine if the JCAHO
accreditation process provides a reasonable assurance that accredited hospitals are in
compliance with the statutory requirements set forth at subsection 1861 (e) of the Act for
participation in the Medicare program as hospitals. In FY 2003, CMS randomly selected
approximately 1 percent of all JCAHO-accredited hospitals to receive a validation survey.
For FY 2003, the number of hospitals selected to receive a validation survey.

The JCAHO accreditation survey assesses a hospital’s compliance with the JCAHO
standards. Following the completion of an on-site survey, the JCAHO makes an
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accreditation decision. In FY 2003, the accreditation decisions included: accreditation,
accreditation with requirements for improvement, conditional accreditation, and
accreditation denied.' Accreditation means that the hospital meets all JCAHO standards
and requirements. Accreditation with requirements for improvement means that the
hospital is granted accreditation with the assurance that the identified recommendations
for improvement are corrected. The JCAHO requires hospitals with requirements for
improvement to submit a written progress report or undergo a follow-up survey.
Conditional accreditation results when a hospital is not in substantial compliance with
JCAHO standards, but is believed to be capable of achieving acceptable compliance
within a stipulated time period. Findings of correction, which serve as the basis for
further consideration of awarding full accreditation, must be demonstrated through a
short-term follow-up survey. Table 1 summarizes the JCAHO accreditation decisions for
Medicare-approved hospitals receiving a triennial survey in fiscal years 2002 and 2003.

TABLE 1
JCAHO Accreditation Decisions,
Medicare-Approved Hospitals Surveyed in FY 2002 and FY 2003

Accreditation Decisions No. Hospitals in 2002 No. Hospitals in 2003
(Percent) (Percent)

Accreditation 257 320
(16.7) (21.0)

Accreditation with 1306 1191

Requirements for Improvement (82.7) (78.15)

Conditional 14 13

Accreditation (0.9) (0.85)

Preliminary Denial 1 1

of Accreditation (0.06) 0

Accreditation Denied 1 0

(0.06) (0)

Total Surveyed 1578 1524
(100) (100)

Sample Validation Surveys

A total of 71 sample validation surveys were performed in JCAHO-accredited hospitals
during FY 2003. The validation sample includes the following categories:

1. Traditional surveys
2. Mid-cycle surveys

The traditional validation survey is a full survey in which the hospital is evaluated
for compliance with all Medicare CoPs. The traditional survey is the “look behind”
method historically used by CMS for validation surveys and is conducted within 60 days
following the hospital’s JCAHO accreditation survey. There were 57 traditional
validation surveys conducted during FY 2003.

' JCAHO accreditation decisions also include preliminary denial of accreditation and provisional accreditation. [During

FY 2003, CMS did not recognize provisional accreditation for deeming.] Effective January 2004, JCAHO redefined their
accreditation decision categories and CMS now recognizes provisional accreditation for deeming. The JCAHO considers all
hospitals to be ‘accredited” except those that are not accredited. The CMS currently accepts the JCAHO definition for
deeming purposes.
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As part of CMS efforts to improve oversight overall, CMS initiated a new “mid-cycle”
survey in 2003. The mid-cycle validation survey is designed to validate the correction of
deficiencies cited during the JCAHO accreditation survey and to evaluate a hospital’s
ability to maintain compliance with the Medicare requirements between JCAHO accredi-
tation surveys. The mid-cycle survey is a full survey conducted at the mid-point in the
accreditation cycle, approximately 18 months after the JCAHO triennial survey.
Hospitals selected to receive a mid-cycle survey had all received “requirements for
improvement” during their JCAHO accreditation survey. Mid-cycle surveys were
performed on a pilot basis in 14 hospitals during FY 2003.

Validation Survey Findings

In FY 2003, a total of 71 JCAHO-accredited hospitals received a validation survey, 57
hospitals received a traditional survey and 14 received a mid-cycle survey. Table 2
presents the number of validation surveys performed, along with the compliance deter-
minations (i.e., if the results of a validation survey showed noncompliance with one or
more CoPs, the hospital was ‘out of compliance’). A hospital may have had deficiencies
of a lesser severity (e.g., standard level) and still be considered in compliance. This table
also includes a comparison of the compliance pattern between validation surveys of
accredited hospitals and routine surveys of non-accredited hospitals.

TABLE 2
Compliance Determinations of Validation and
Non-Accredited Hospital Surveys, FY 2003

Survey Type No. Hospitals Out of No. Hospitals In Total
Compliance Compliance
(Percent) (Percent)

Sample Validations 23 48 71
(32.3) (67.6)

Routine Non- 36 241 277

Accredited (13.0) (87.0)

Table 3 presents compliance determinations for JCAHO-accredited hospitals by
category of validation survey for FY 2003.

TABLE 3
JCAHO-Accredited Hospitals Out of Compliance
by Validation Survey Category, FY 2003

Survey Type No. Hospitals Out of No. Hospitals In Total
Compliance Compliance

Traditional 18 39 57

Mid-cycle 5 9 14

The health and safety CoPs found out of compliance most frequently for the 71
validation surveys performed in FY 2003 are shown in Table 4. The three CoPs found
out of compliance most frequently for the 277 non-accredited hospitals surveyed in FY
2003 are shown for comparison.
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TABLE 4
Most Frequently Cited Conditions of Participation
During Surveys, FY 2003

Accredited Hospitals Frequency Non-Accredited Hospitals Frequency

1 Physical Environment 16 Infection Control 14
(Includes Life Safety Code)

2 Patients’ Rights 3 Governing Body 13

3 Quality Assessment and 3 Medical Staff 8
Performance Physical Environment
Improvement (QAPI) (QAPI)

For the mid-cycle validation surveys, we found that:

e 100 percent of the problems identified by the JCAHO that would result in
non-compliance with a Medicare CoP had been corrected by the hospital.

e However, in 36 percent of the hospitals (5 of 14 hospital mid-cycle surveys) the
State survey agency found non-compliance with at least one other Medicare CoP.

The purpose of the mid-cycle survey is to evaluate the JCAHO process for ensuring
that hospitals adequately correct the deficiencies cited during the JCAHO accreditation
survey. Therefore, we expect that the deficiencies identified during the JCAHO
accreditation survey to be corrected before the time of the mid-cycle survey.

Allegation (Complaint) Surveys

In addition to sample validation surveys, CMS conducts substantial allegation
(complaint) surveys in JCAHO-accredited hospitals. The CMS evaluates each complaint
received on an accredited hospital. Based on that evaluation, if CMS believes that the
hospital may have a CoP out of compliance, CMS will then authorize the State agency to
conduct a substantial allegation survey.

In FY 2003, 3,645 allegation surveys of JCAHO-accredited hospitals were conducted
with 118 found out of compliance with one or more CoPs. This means that 3 percent of
the allegation surveys were substantiated by findings of noncompliance. Also, 294
allegation surveys of non-accredited hospitals were conducted with 24 found out of
compliance with one or more CoPs. This means 8 percent of the allegation surveys in
non-accredited hospitals were substantiated by findings of non-compliance at the CoP
level. Table 5 summarizes the most frequently cited CoPs found during allegation
surveys of accredited and non-accredited hospitals.
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TABLE 5
Most Frequently Cited Conditions of Participation
During Allegation Surveys, FY 2003

JCAHO-ACCREDITED HOSPITALS NON-ACCREDITED HOSPITALS

Condition Not Met Frequency Condition Not Met Frequency

1 Patients’ Rights 46 Nursing Services 8

2 Nursing Services 44 Patients’ Rights 6

3 Governing Body 23 Governing Body 5
Disparity Rate

The rate of disparity is the percentage of sample validation surveys for which a State
survey agency finds noncompliance with one or more Medicare conditions and no
comparable condition level deficiency was cited by the accreditation organization, where
it is reasonable to conclude that the deficiencies were present at the time of the
accreditation organization’s most recent survey.

Of the 57 traditional validation surveys performed in JCAHO-accredited hospitals in
FY 2003, the State survey agencies found non-compliance with one or more conditions
in 18 hospitals. Comparison of the JCAHO-accreditation survey reports with the valida-
tion survey reports for these hospitals revealed that in 15 of the 18 hospitals, the accred-
itation survey did not identify deficiencies comparable to the condition level deficiencies
cited by the State agency surveyors. This equals an overall disparity rate of 26 percent.
While the disparity rate falls within the range found in previous years (22 percent in
FY 2002, 24 percent in FY 2001, and 27 percent in FY 2000), the smaller sample size
used by CMS (57 surveys in FY 2003 compared to 112 surveys in FY 2002) means that
we cannot conclude that the disparity rate is necessarily increasing, but that it is within
historical range. In 50 percent of the hospitals in which JCAHO missed a deficiency
finding, the sole type of deficiency is related to the Physical Environment CoP.
Compliance with the Life Safety Codes (LSC) is the most common issue in the Physical
Environment CoP, typically involving fire-safety precautions.

The fact that the LSC disparity accounts for such a high proportion of the overall
disparity rate is consistent with the pattern found in previous years. For the years
FY 2000 through FY 2002, in all the hospitals in which JCAHO missed a deficiency
finding, approximately 68 percent accounted for Physical Environment/LSC issues.

As set forth in regulation at 42 CFR 488.8(d), accreditation programs with a
disparity rate of 20 percent or more are subject to review by CMS. Based on FY 2000
findings, CMS performed a comprehensive review of the JCAHO requirements for LSC.
The CMS has always considered LSC compliance, on the part of all provider types, to be
of critical importance. In August of 2002, as a result of that review, CMS conveyed to
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JCAHO a number of recommendations that we believe would improve the JCAHO
evaluation of LSC compliance in hospitals. Those recommendations were:

Completion of the Statement of Conditions (SOC) by Qualified Personnel.

The JCAHO should require that hospitals use certain types of personnel to complete
the SOC. These requirements should specify both credentialing (e.g., architect, fire
marshal, etc) and specific knowledge, skills, and abilities.

Minimum standards for the content of the SOC/Plan for Improvement (PFI).
The JCAHO should set forth minimum standards for the SOC and PFI.

Submission of the SOC and PFI documents to JCAHO prior to survey. The
JCAHO should require that hospitals submit the SOC and PFI documents to JCAHO
central office within a specified time frame prior to their accreditation renewal date
(date certain). This would enable JCAHO central office personnel and surveyors to
review the documents prior to beginning the survey. Currently, the surveyors do not
receive the SOC and PFI documents until on-site at the hospital.

Increase number of LSC experts. The JCAHO should increase the capacity of LSC
experts in their central office to review the SOCs and PFIs that are submitted by the
hospitals prior to the survey. These individuals could evaluate whether or not these
materials meet the standards set forth above, and identify areas of concern to
determine the best course of action for the surveyors to take.

Develop mechanisms for facilities that fail to comply with the time frames for
correction. The JCAHO should develop mechanisms in the accreditation process for
facilities that fail to follow their own time frames for completion of the tasks listed
on their PFI.

The JCAHO reports that it has now implemented all of those recommendations. We
therefore expect that future validation survey results will reflect the improvements that
they have made in their evaluation of LSC. Improvement in the area of LSC compliance
would, by itself, result in significant reduction in the overall disparity rate, as LSC
deficiencies account for approximately 50 percent of the overall disparity rate.

CMS Oversight Improvement

In July 2004, the Government Accountability Office (GAO) issued a report on CMS oversight
of the hospital accreditation program.? In that report, the GAO made several recommenda-
tions that might be used to improve CMS oversight of the hospital accreditation program,
including modifying the method used to calculate the disparity rate, identifying additional
indicators of JCAHO performance, and increasing the validation sample size to 5 percent as
in previous years. The GAO recommendations are similar to those conclusions reached by
our own internal review of the hospital accreditation program.

: GAO-04-85Q0 CMS Needs Additional Authority to Adequately Oversee Patient Safety in Hospitals.
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The CMS will seek to increase the validation sample size as we formulate future
budget requests. We note that a return to the 5 percent validation sample would require
additional survey and certification funding that ranges from about $2.6 million annually
to almost $4.8 million per year, depending on the sampling methodology. Thus, rather
than simply increasing the sample rate to 5 percent, there may be more cost-effective
approaches to enhancing our survey activities, such as exploring ways that data from the
complaint investigations might be used to further assess JCAHO accreditation practices.

We are developing a hospital accreditation oversight improvement plan that may
include regulatory changes to provide CMS with additional and more substantial infor-
mation on the JCAHO processes and findings and to revise the formula for calculating
the disparity rate. Additionally, we are working to develop more sensitive indicators of
JCAHO performance.

Consistent with CMS findings for FY 2000 through FY 2002, the GAO also deter-
mined that Physical Environment/LSC deficiencies represent the greatest discrepancy
(68 percent) between JCAHO findings and the CMS-sponsored validation surveys. This
is compared with a facility discrepancy rate of approximately 29 percent for health care
deficiencies only, and approximately 3 percent where there was a finding of a deficiency
for both health care and physical environment. We will continue to emphasize with
JCAHO the need to improve both health and LSC compliance.

The CMS will continue to pilot test the mid-cycle survey as an additional tool for
measuring JCAHO performance and seek to increase the mid-cycle sample size to
enlarge the degree of confidence we have in the findings. We will also continue to
explore improved methods of oversight. The CMS will continue to work with JCAHO to
obtain more comprehensive and regular information about the organization’s
accreditation activities and to expedite the exchange of data and information between
the two organizations.

CLINICAL LABORATORY IMPROVEMENT
VALIDATION PROGRAM

Introduction

This report on the Clinical Laboratory Improvement Validation Program covers the
evaluations of fiscal year 20 03 performance by the six accreditation organizations
approved under the Clinical Laboratory Improvement Amendments of 1988 (CLIA). The
six organizations are as follows:

e American Association of Blood Banks (AABB)

e American Osteopathic Association (AOA)
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e American Society of Histocompatibility and Immunogenetics (ASHI)

e COLA

e College of American Pathologists (the College)

e Joint Commission on Accreditation of Healthcare Organizations (Joint Commission)

The CMS appreciates the cooperation of all of the organizations in providing their
inspection schedules and results. While an annual performance evaluation of each
approved accreditation organization is required by law, CMS sees this as an
opportunity to present information about, and dialogue with, each organization in our
mutual interest in improving the quality of testing performed by clinical laboratories
across the nation.

Legislative Authority and Mandate

Section 353 of the Public Health Service Act, as amended by CLIA, requires any
laboratory that performs testing on human specimens to meet the requirements
established by the Department of Health and Human Services (HHS) and have in effect
an applicable certificate. Section 353 further provides that a laboratory meeting the
standards of an approved accreditation organization may obtain a CLIA Certificate of
Accreditation. Under the CLIA Certificate of Accreditation, the laboratory is not routinely
subject to direct Federal oversight by CMS. Instead, the laboratory receives an inspection
by the accreditation organization in the course of maintaining its accreditation, and by
virtue of this accreditation, is “deemed” to meet the CLIA requirements. The CLIA
requirements pertain to quality assurance and quality control programs, records,
equipment, personnel, proficiency testing and others to assure accurate and reliable
laboratory examinations and procedures.

In section 353(e)(2)(D), the Secretary is required to evaluate each approved
accreditation organization by inspecting a sample of the laboratories they accredit and
“such other means as the Secretary determines appropriate.” In addition, section
353(e)(3) requires the Secretary to submit to Congress an annual report on the results of
the evaluation. This report is submitted to satisfy that requirement.

Regulations implementing section 353 are contained in 42 CFR part 493 Laboratory
Requirements. Subpart E of part 493 contains the requirements for validation
inspections, which are conducted by CMS or its agent to ascertain whether the
laboratory is in compliance with the applicable CLIA requirements. Validation
inspections are conducted no more than 90 days after the accreditation organization’s
inspection, on a representative sample basis or in response to a complaint. The results
of these validation inspections or “surveys” provide:

e on a laboratory-specific basis, insight into the effectiveness of the accreditation
organization’s standards and accreditation process; and

e in the aggregate, an indication of the organization’s capability to assure laboratory
performance equal to or more stringent than that required by CLIA.
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The CLIA regulations, in section 493.575 of subpart E, provide that if the validation
inspection results over a one-year period indicate a rate of disparity of 20 percent or
more between the findings in the accreditation organization's results and the findings of
the CLIA validation surveys, CMS can re-evaluate whether the accreditation organization
continues to meet the criteria for an approved accreditation organization (also called
“deeming authority”). Section 493.575 further provides that CMS has the discretion to
conduct a review of an accreditation organization program if validation review findings,
irrespective of the rate of disparity, indicate such widespread or systematic problems in
the organization's accreditation process that the requirements are no longer equivalent
to CLIA requirements.

Validation Reviews

The validation review methodology focuses on the actual implementation of an
organization’s accreditation program described in its request for approval. The
accreditation organization’s standards, as a whole, were approved by CMS as being
equivalent to, or more stringent than, the CLIA condition-level requirements,' as a
whole. This equivalency is the basis for granting deeming authority.

In evaluating an organization’s performance, it is important to examine whether the
organization’s inspection findings are similar to the CLIA validation survey findings. It is
also important to examine whether the organization’s inspection process sufficiently
identifies, brings about correction, and monitors for sustained correction, laboratory
practices and outcomes that do not meet their accreditation standards, so that
equivalency of the accreditation program is maintained.

The organization’s inspection findings are compared, case-by-case for each
laboratory in the sample, to the CLIA validation survey findings at the condition level.
If it is reasonable to conclude that one or more of those condition-level deficiencies was
present in the laboratory’s operations at the time of the organization’s inspection, yet
the inspection results did not note them, the case is a disparity. When all of the cases in
each sample have been reviewed, the “rate of disparity” for each organization is
calculated by dividing the number of disparate cases by the total number of validation
surveys, in the manner prescribed by section 493.2 of the CLIA regulations.

Number of Validation Surveys Performed

As directed by the CLIA statute, the number of validation surveys should be sufficient to
“allow a reasonable estimate of the performance” of each accreditation organization. A
representative sample of the more than 15,000 accredited laboratories received a
validation survey in 2003. Laboratories seek and relinquish accreditation on an ongoing
basis, so the number of laboratories accredited by an organization during any given year

" A condition-level requirement pertains to the significant, comprehensive requirements of CLIA, as opposed to a
standard-level requirement, which is more detailed, more specific. A condition-level deficiency is an inadequacy in the
laboratory’s quality of services that adversely affects, or has the potential to adversely affect, the accuracy and reliability
of patient test results.
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fluctuates. Moreover, many laboratories are accredited by more than one organization.
Each laboratory holding a Certificate of Accreditation, however, is subject to only one
validation survey—for the organization it selected to maintain its CLIA certification,
irrespective of the number of accreditations it attains.

Nationwide, fewer than 500 of the accredited laboratories used AABB, AOA, or ASHI
accreditation for CLIA purposes. Given these proportions, very few validation surveys
were performed in laboratories accredited by those organizations. The overwhelming
majority of accredited laboratories in the CLIA program used their accreditation by
COLA, the College, or the Joint Commission, thus the sample sizes for these
organizations were larger. The sample sizes are usually proportionate to each
organization’s representation in the universe of accredited laboratories, however true
proportionality is not always possible due to the complexities of scheduling.

The number of validation surveys performed for each organization is specified

below in the summary findings for the organization.

Results of the Validation Reviews
of Each Accreditation Organization

American Association of Blood Banks
Rate of disparity: No disparity

Approximately 220 laboratories used their AABB accreditation for CLIA purposes.
Seven validation surveys were conducted. No condition-level deficiencies were cited on
any of the surveys, thus disparity was precluded.

American Osteopathic Association
Rate of disparity: No disparity

For CLIA purposes, approximately 50 laboratories used their AOA accreditation. Five
validation surveys were conducted. This year, as in the previous years of CLIA
validation review, disparity was precluded because no condition-level deficiencies were
cited on any of the surveys.

American Society of Histocompatibility and Imnmunogenetics
Rate of disparity: No disparity

Approximately 130 laboratories used their ASHI accreditation for CLIA purposes.
Five validation surveys were conducted. Condition-level compliance was found in all the
validation surveys, thus disparity was precluded this year, as in the previous years of
CLIA validation review.
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COLA
Rate of disparity: 4 percent

Validation surveys were conducted at 163 COLA-accredited laboratories. Ten of the
laboratories were cited with condition-level deficiencies. Comparable deficiencies were
noted by COLA in three out of the ten laboratories cited with condition-level deficiencies.

Following is a listing of the laboratory identification number, location and condition-
level deficiencies of the laboratories where COLA findings were disparate.

CLIA number Location CLIA Conditions

01D0667988 Alabama Proficiency Testing—Unsuccessful Participation
11D0676348 Georgia Hematology Quality Control

16D0387197 Iowa Proficiency Testing—Unsuccessful Participation
26D0705365 Missouri Laboratory Director—Moderate complexity
28D0664972 Nebraska Laboratory Director—Moderate complexity
37D0469645 Oklahoma  Laboratory Director—Moderate complexity
49D0231165 Virginia Proficiency Testing—Unsuccessful Participation

College of American Pathologists

Rate of disparity: 7 percent

A total of 94 validation surveys were conducted at laboratories accredited by the
College. Eight surveys were cited with condition-level deficiencies. Comparable
deficiencies were noted by the College in only one of the eight laboratories cited with
condition-level deficiencies.

Following is a listing of the CLIA identification number, location, and condition-level
deficiencies of the laboratories where the College’s findings were disparate.

CLIA number Location CLIA Conditions

05D0545353 California Quality Control—Bacteriology
Quality Control—General Immunology
Laboratory Director—Moderate complexity
Laboratory Director—High complexity
Quality Assurance

05D0867804 California Laboratory Director
Quality Assurance

25D0319160 Mississippi  Laboratory Director

30D0866896 New
Hampshire  Laboratory Director
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34D0673610 North

Carolina Quality Assurance
45D0493714 Texas Quality Assurance
45D0660098 Texas Proficiency Testing—Testing of Samples

Laboratory Director
Laboratory Technical Supervisor
Quality Assurance

Joint Commission on Accreditation of Healthcare Organizations
Rate of disparity: 4 percent

During this validation period, a total of 74 validation surveys were conducted at
laboratories accredited by the Joint Commission. Three laboratories were cited with
condition-level deficiencies. Comparable deficiencies were noted by the Joint
Commission in all three of those laboratories.

Following is a listing of the CLIA identification number, location and condition-level
deficiencies of the laboratories where the Joint Commission’s findings were disparate.

CLIA number Location CLIA Conditions

04D0466391 Arkansas General Quality Control
Quality Assurance

17D0046976 Kansas Proficiency Testing—Unsuccessful Participation

52D0396957 Wisconsin  Proficiency Testing—Enrollment and
Testing of Samples

Conclusion

The CMS has performed this validation review in order to evaluate and report to
Congress on the performance of the six laboratory accreditation organizations approved
under CLIA. The findings of the validation review for FY 2003 indicate that all of the
accreditation organizations performed at a level well below the 20 percent disparity
threshold that would trigger a deeming authority review. Moreover, there was no
indication in the validation review that would raise questions about the overall equiva-
lency of any organization’s accreditation standards.
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QUALITY IMPROVEMENT
ORGANIZATIONS (QI0s)

Over the last several years, CMS has re-engineered the QIO program to better meet our
strategic goal of improving the health care of Medicare beneficiaries. The QIOs still
perform quality assurance activities in accordance with their original mandate.
However, the principal focus of the QIO program has evolved from a mix of utilization
review, diagnosis related group (DRG) validation, and quality of care review to an
expanded approach that features emphasis on quality improvement projects through the
Health Care Quality Improvement Program (HCQIP). For the seventh round of QIO
contracts, now in the third year of a 3-year cycle, focused strategic efforts are also being
directed at Medicare program integrity via the Hospital Payment Monitoring Program
(HPMP) in compliance with the Balanced Budget Act.

This year, as required under MMA, hospitals will receive the full market basket
update only if they submit the 10 hospital quality measures established by the Secretary.
Because those hospitals who do not submit would receive an update of the market
basket minus 0.4 percentage points, QIOs assisted hospitals with the process of
abstracting and submitting data in order to receive the full annual payment update for
2005. The QIOs helped many hospitals install and utilize a computerized abstraction
and reporting tool; provided data abstraction training to hospital staff; provided
hospitals with communications and guidance on the reporting registration process and
offered technical assistance to overcome problems. The QIOs continued to offer assis-
tance right up until the final deadline to ensure that every eligible hospital submitted
the data and earned the payment incentive.

The HCQIP relies on provider-based quality improvement, a data driven external
monitoring system based on quality indicators, and sharing of comparative data and
best practices with providers to stimulate improvement. The QIOs conduct a wide
variety of improvement projects on important clinical and non-clinical topics that have
the potential to improve care provided to many Medicare beneficiaries. Such projects
vary in size depending on the study purpose and design. For example, there are national
projects featuring clinical topic areas that CMS has determined to have a high impact on
Medicare beneficiaries; where the process measures are linked to outcomes; where room
for improvement exists; and where QIOs have experience with the topic. Similarly,
individual QIOs also design and structure local projects whereby they work collabora-
tively with specific providers and managed care plans in their areas, particularly with
respect to disadvantaged and/or under-served beneficiary groups. The QIOs also
conduct pilot projects in alternative provider settings.

Consistent with our strategic goal to promote the fiscal integrity of CMS programs,
the HPMP activities are part of the Comprehensive Plan for Program Integrity to ensure
Medicare hospital inpatient claims are billed and paid appropriately. Using CMS-devel-
oped baseline data, each QIO is required to identify the extent of payment errors
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occurring in its area and implement appropriate educational interventions aimed at
changing provider behavior and decreasing the observed payment error rate.

Under Federal budget rules, the QIO program is defined as mandatory rather than
discretionary because QIO costs are financed directly from the Medicare trust funds and
are not subject to the annual appropriations process. The QIO outlays in FY 2004 totaled
$393 million, which compares with $350.4 million spent in FY 2003.

There were 39 QIOs doing business with CMS in FY 2004. Program compliance is
ensured via performance-based evaluation measures for both project results and program
integrity efforts, as well as use of inter-rater reliability measures and International
Organization for Standardization (ISO) 9000-type documentation of QIO processes.
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Glussary

A

Accrual Accounting: A basis of accounting that recognizes costs when incurred and
revenues when earned and includes the effect of accounts receivable and accounts
payable when determining annual net income.

Actuarial Soundness: A measure of the adequacy of Hospital Insurance (HI) and
Supplementary Medical Insurance (SMI) financing as determined by the difference
between trust fund assets and liabilities for specified periods.

Administrative Costs: General term that refers to Medicare and Medicaid administrative
costs, as well as CMS administrative costs. Medicare administrative costs are comprised
of the Medicare related outlays and non-CMS administrative outlays. Medicaid
administrative costs refer to the Federal share of the States’ expenditures for
administration of the Medicaid program. The CMS administrative costs are the costs of
operating CMS (e.g., salaries and expenses, facilities, equipment, and rent and utilities).
These costs are accounted for in the Program Management account.

Balanced Budget Act of 1997 (BBA): Major provisions provided for the State Children’s
Health Insurance Program, Medicare +Choice (currently known as Medicare Advantage),
and expansion of preventive benefits.

Beneficiary: A person entitled under the law to receive Medicare or Medicaid benefits
(also referred to as an enrollee).

Benefit Payments: Funds outlayed or expenses accrued for services delivered to
beneficiaries.
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Carrier: A private business, typically an insurance company, that contracts with CMS to
receive, review, and pay physician and supplier claims.

Cash Basis Accounting: A basis of accounting that tracks outlays or expenditures
during the current period regardless of the fiscal year the service was provided or the
expenditure was incurred.

Clinical Laboratory Improvement Amendments of 1988 (CLIA): Requires any
laboratory that performs testing on specimens derived from humans to meet the
requirements established by the Department of Health and Human Services and have in
effect an applicable certificate.

Cost-Based Health Maintenance Organization (HMO)/Competitive Medical Plan (CMP):
A type of managed care organization that will pay for all of the enrollees/members’
medical care costs in return for a monthly premium, plus any applicable deductible or
co-payment. The HMO will pay for all hospital costs (generally referred to as Part A) and
physician costs (generally referred to as Part B) that it has arranged for and ordered.
Like a health care prepayment plan (HCPP), except for out-of-area emergency services, if
a Medicare member/enrollee chooses to obtain services that have not been arranged for
by the HMO, he/she is liable for any applicable deductible and co-insurance amounts,
with the balance to be paid by the regional Medicare intermediary and/or carrier.

Demonstrations: Projects and contracts that CMS has signed with various health care
organizations. These contracts allow CMS to test various or specific attributes such as
payment methodologies, preventive care, and social care, and to determine if such
projects/pilots should be continued or expanded to meet the health care needs of the
Nation. Demonstrations are used to evaluate the effects and impact of various health
care initiatives and the cost implications to the public.

Discretionary Spending: Outlays of funds subject to the Federal appropriations process.
Disproportionate Share Hospital (DSH): A hospital with a disproportionately large
share of low-income patients. Under Medicaid, States augment payment to these

hospitals. Medicare inpatient hospital payments are also adjusted for this added burden.

Durable Medical Equipment (DME): Purchased or rented items such as hospital beds,
wheelchairs, or oxygen equipment used in a patient’s home.

Durable Medical Equipment Regional Carrier (DMERC): A company that contracts to
process Medicare claims for Durable Medical Equipment (DME).
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Expenditure: Expenditure refers to budgeted funds actually spent. When used in the
discussion of the Medicaid program, expenditures refer to funds actually spent as
reported by the States. This term is used interchangeably with Outlays.

Expense: An outlay or an accrued liability for services incurred in the current period.

F

Federal General Revenues: Federal tax revenues (principally individual and business
income taxes) not identified for a particular use.

Federal Insurance Contribution Act (FICA) Payroll Tax: Medicare’s share of FICA is
used to fund the HI trust fund. Employers and employees each contribute 1.45 percent
of taxable wages, with no compensation limits, to the HI trust fund.

Federal Medical Assistance Percentage (FMAP): The portion of the Medicaid program
that is paid by the Federal government.

Federal Managers’ Financial Integrity Act (FMFIA): A program that identifies
management inefficiencies and areas vulnerable to fraud and abuse so that such
weaknesses can be corrected with improved internal controls.

Fiscal Intermediary (FI): A private business—typically an insurance company—that
contracts with CMS to process hospital and other institutional provider benefit claims.

Health Care Prepayment Plan (HCPP): A type of managed care organization. In return
for a monthly premium, plus any applicable deductible or co-payment, all or most of an
individual’s physician services will be provided by the HCPP. The HCPP will pay for all
services it has arranged for (and any emergency services) whether provided by its own
physicians or its contracted network of physicians. If a member enrolled in an HCPP
chooses to receive services that have not been arranged for by the HCPP, he/she is
liable for any applicable Medicare deductible and/or coinsurance amounts, and any
balance would be paid by the regional Medicare carrier.

Health Insurance Portability and Accountability Act of 1996 (HIPAA): Major
provisions include portability provisions for group and individual health insurance,
establishes the Medicare Integrity Program, and provides for standardization of health
data and privacy of health records.
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Hospital Insurance (HI): The part of Medicare that pays hospital and other institutional
provider benefit claims, also referred to as Part A.

Information Technology (IT): The term commonly applied to maintenance of data
through computer systems.

Internal Controls: Management systems and policies for reasonably documenting,
monitoring, and correcting operational processes to prevent and detect waste and to
ensure proper payment. Also known as management controls.

Mandatory Spending: Outlays for entitlement programs such as Medicaid and
Medicare benefits.

Material Weakness: A serious flaw in management or internal controls requiring high-
priority corrective action.

Medicare Advantage (MA) Program: A replacement for the Medicare+Choice program.
It reforms and expands the availability of private health options to Medicare beneficiaries
while retaining most of the key features of the Medicare+Choice program.

Medicare Current Beneficiary Survey (MCBS): A comprehensive source of information
on the health, health care, and socioeconomic and demographic characteristics of aged,
disabled, and institutional Medicare beneficiaries.

Medicare Contractor: A collective term for the carriers and intermediaries who process
Medicare claims.

Medicare Integrity Program (MIP): A provision in HIPAA that sets up a revolving fund
to support the CMS program integrity program.

Medicare Prescription Drug, Improvement, and Modernization Act of 2003 (MMA):
Legislation passed that establishes a new program in Medicare to provide a prescription
drug benefit, Medicare Part D, which will become available on January 1, 2006. It also
provides Medicare beneficiaries the option to enroll in the Prescription Drug Discount
Card program until the Part D benefit becomes available. Additionally, MMA sets forth
numerous changes to existing programs, including a revised managed care program,
certain payment reforms, rural health care improvements, and other changes involving
administrative improvements, regulatory reduction, administrative appeals, and
contracting reform.
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Medicare Trust Funds: Treasury accounts established by the Social Security Act for the
receipt of revenues, maintenance of reserves, and disbursement of payments for the HI
and SMI programs.

Medical Review/Utilization Review (MR/UR): Contractor reviews of Medicare claims
to ensure that the service was necessary and appropriate.

Medicare Secondary Payer (MSP): A statutory requirement that private insurers who

provide general health insurance coverage to Medicare beneficiaries must pay
beneficiary claims as primary payers.

0

Obligation: Budgeted funds committed to be spent.

Outlay: Budgeted funds actually spent. When used in the discussion of the Medicaid
program, outlays refer to amounts advanced to the States for Medicaid benefits.

P

Part A: The part of Medicare that pays hospital and other institutional provider benefit
claims, also referred to as Medicare Hospital Insurance or “HI.”

Part B: The part of Medicare that pays physician and supplier claims, also referred to as
Medicare Supplementary Medical Insurance or “SMI.”

Payment Safeguards: Activities to prevent and recover inappropriate Medicare benefit
payments, including MSP, MR/UR, provider audits, and fraud and abuse detection.

Program Management: The CMS operational account. Program Management supplies
CMS with the resources to administer Medicare, the Federal portion of Medicaid, and
other CMS responsibilities. The components of Program Management are: Medicare
contractors, survey and certification, research, and administrative costs.

Provider: A health care professional or organization that provides medical services.

Q

Quality Improvement Organizations (QIOs): Formerly known as Peer Review
Organizations (PROs), QIOs monitor the quality of care provided to Medicare
beneficiaries to ensure that health care services are medically necessary, appropriate,
provided in a proper setting, and is of acceptable quality.
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Recipient: An individual covered by the Medicaid program (also referred to as a
beneficiary).

Risk-Based Health Maintenance Organization (HMO)/Competitive Medical Plan (CMP):
A type of managed care organization. After any applicable deductible or co-payment, all
of an enrollee/member’s medical care costs are paid for in return for a monthly
premium. However, due to the ”lock-in” provision, all of the enrollee/member’s
services (except for out-of-area emergency services) must be arranged for by the risk
HMO. Should the Medicare enrollee/member choose to obtain service not arranged for
by the plan, he/she will be liable for the costs. Neither the HMO nor the Medicare
program will pay for services from providers that are not part of the HMO’s health care
system/network.

Revenue: The recognition of income earned and the use of appropriated capital from
the rendering of services in the current period.

S

Self Employment Contribution Act (SECA) Payroll Tax: Medicare’s share of SECA is
used to fund the HI trust fund. Self-employed individuals contribute 2.9 percent of
taxable annual net income, with no limitation.

State Certification: Inspections of Medicare provider facilities to ensure compliance
with Federal health, safety, and program standards.

State Children’s Health Insurance Program (SCHIP) (also known as Title XXI):
A provision of the BBA that provides federal funding through CMS to States so that they
can expand child health assistance to uninsured, low-income children.

Supplementary Medical Insurance (SMI): The part of Medicare that pays physician
and supplier claims, also referred to as Part B.

T

Ticket to Work and Work Incentives Improvement Act of 1999: This legislation
amends the Social Security Act and increases beneficiary choice in obtaining
rehabilitation and vocational services, removes barriers that require people with
disabilities to choose between health care coverage and work, and assures that disabled
Americans have the opportunity to participate in the workforce.
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to improve U.S. Government financial management and accountability. In pursuit

of this goal, the Act instituted a new Federal financial management structure and
process modeled on private sector practices. It also established in all major agencies the
position of Chief Financial Officer with responsibilities including annual publication of
financial statements and an accompanying report. The form and content of this
Financial Report follows guidance provided by the Department of Health and Human
Services, the Office of Management and Budget, and the General Accounting Office. It
reflects the Centers for Medicare & Medicaid Services’s support of the spirit and
requirements of the CFO Act and our continuing commitment to improve agency
financial reporting.

The Chief Financial Officers (CFO) Act of 1990 (P.L. 101-576) marks a major effort
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